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PracticeWorks, Inc. is the premier provider of software-based information
technology systems and related services for dentists, orthodontists and oral
and maxillofacial surgeons in the United States, and, through its Trophy
subsidiary, it is a leading provider of digital x-ray technology systems in
that same market in Europe and Japan. PracticeWorks’ product offerings
include practice management applications, cosmetic imaging and digital
radiography systems, business-to-business e-commerce services, electronic
data interchange (EDI) services, and ongoing maintenance, support and
training related to all products.



Dear fellow stockholders,

2002 WAS A MOMENTOUS YEAR FOR PRACTICEWORKS, INC.

We are very proud of our accomplishments over the last

12 months and extremely excited about the Company’s

future prospects. We would like to review with you the

major events that lead us to be so enthusiastic.

In June, we completed a $68.6 million fol-
low-on equity offering which enabled us
to repay all our outstanding senior indebt-
edness, redeem our series A convertible
preferred stock, and increase our working
capital by $25 million. This strengthened
capital structure left us in a highly liquid
position and gave us the ability to take
advantage of opportunities when and if
they arose. As we will discuss, this added
flexibility served us well in the second
half of the year.

In keeping with the ever increasing
focus on corporate governance, the Com-
pany sought and was fortunate to have J.
Thomas Presby, former Deputy Chairman
and Chief Operating Officer of Deloitte
Touche Tohmatsu, accept a position on our
Board of Directors as well as the chairman-
ship of our audit comunittee. Tom has
already made a significant contribution as
we continue to strive for the highest levels
of corporate responsibility.

During the year, we continued to
employ our strategy of increasing our
installed client base. With the acquisitions
of Dentrak and Team Management Systems
in the United Kingdom, we implemented
the same strategy in the U.K. that has
served us so well in the U.S. market. As a
result of these acquisitions, we now have
over 50% of the dental healthcare providers
in the U.K. using one of our products and
are well positioned to grow revenues uti-
lizing the same cross-selling strategies that

have proven successful in the U.S. We have
successfully integrated these acquisitions
into our existing U.K. infrastructure and
are meeting each and every operating
objective we established for our interna-
tional management team.

In line with our previously announced
timetable, we achieved profitability during
the third quarter. Although we knew we
would experience losses over the last two
years when we were introducing subscrip-
tion pricing, reaching this milestone in the
third quarter was enthusiastically wel-
comed by our management team and the
Board of Directors. Throughout the period
of losses, we were able to establish a cost-
effective infrastructure with a constant
focus on employee productivity. Now that
we are beginning to realize the benefits of
our strategy of selling additional products
and services to existing PracticeWorks
clients, we expect to start enjoying solid
profitability due to the operating leverage
inherent in our business model.

Perhaps the most significant event
of last year is our decision to move aggres-
sively into the digital x-ray technology
market. Recent polls firmly establish digital
radiography as the first choice of products
to be purchased by U.S. dental practices in
the near term. The convergence of market-
ing digital radiography and practice man-
agement software is a natural result
of the industry’s demand for a seamless
integration of these products. With only
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10% of our installed base currently using

digital radiography, we believe we have
a $600 million revenue opportunity just
within our current customer base. As the
whole world continues to embrace digital
technology in all kinds of applications,
we expect digital radiography products
to enjoy strong growth rates in the world-
wide dental community.

During the first quarter of the year,
we signed an agreement with Trophy
Radiologie S.A. making us the preferred
distributor in the U.S. of its digital radiog-
raphy products. Trophy is the world leader
in dental digital radiography. The company
invented digital radiography in 1983 and is
the only company with a product providing
resolution equal or superior to conventional
x-ray film. Despite its prominence and mar-
ket penetration throughout the rest of the
world, however, the company had limited
distribution in the U.S., the world’s largest
dental market, until its relationship with
PracticeWorks. We knew digital radiogra-
phy would be an important component of
the Company’s future growth strategy, and
during the year the size of this opportunity
as well as the quality of Trophy’s products
and its management team became even
more apparent. This hands-on experience
inspired us to move quickly and with con-
fidence when we were presented with the
opportunity to purchase Trophy.

On December 23rd, we completed
the acquisition of Trophy from Thermo
Electron Corporation. Exclusive of the U.S.
opportunity we were already bringing to
the table through our distribution arrange-
ment, the company had performed excep-
tionally well over the last three years as its
revenues grew at an 18% compounded
annual rate and profits doubled. The man-
agement team that achieved these results
is equally excited about having become a

part of the PracticeWorks family, and we
are proud to have them join us. We are
extremely excited about owning the world
leader in the dental industry’s fastest
growing revenue category.

Earlier in the year, we also purchased
the dental imaging software technology
formerly owned by Dicom Imaging Sys-
tems, Inc., a leading provider of dental
imaging software. Dicom’s products pro-
vide powerful image management, editing
and treatment simulation capabilities for
dentists and their staffs. The Dicom prod-
ucts have enhanced our product offerings
and are a meaningful part of our strategy
to sell more tools to our installed customer
base that drive their revenues and increase
their profits.

As we enter the new year, we are a
profitable, well financed company with
the world’s largest installed base of dental
practitioners and the leading products in
the dental digital arena. Many challenges
lie ahead, but the accomplishments of this
year have positioned PracticeWorks well
to reap the benefits of the positive trends
driving growth in the dental industry.

We want to thank PracticeWorks’
entire management team and employees
for another job well done. We also want
to express our gratitude to you, our stock-
holders, for your continued support as we
strive to build the dental industry’s leading
technology company.
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Richard E. Perlman
Chairman of the Board

James K. Price
President and Chief Executive Officer



Qur family of products

Dentistry
SoftDent®
PracticeWorks Office®

Computer Age Dentist®
for Windows

PatientBase™ for Windows
Exact Dental™

DentalMac®

Intellident® Office

Cobb for Windows™
Datatrac™

Practice Outlook®

Premier Pro™/ Perfect Manager™
Focus™

Computer Age Dentist® (DOS)
DentalWizard™

Intellident® (DOS)

KC-2000™/ KC-95™
PatientBase™ (DOS)

Practice Outlook® (DOS)

Premier™ (DOS)

Orthedoentic
Orthotrac™ Office

Orthotrac™ Classic

OPMS™ Windows
Orthoware®
OrthoSoft®
Orthoware® (DOS)
OPMS™ (DOS)

Omnitrac™

Oral Surgery
WinOMS® CS
WinOMS®
netOMS™

OMS Navigator™

Imaging

Trophy™

PracticeWorks® Ortho Imaging
PracticeWorks® OMS Imaging

PracticeWorks® DICOM Imaging
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Item 1. Business

General

We are the premier provider of software-based information management technology systems and related
services for dentists, orthodontists and oral and maxillofacial surgeons in the United States, and, through our
Trophy subsidiary, we are the world’s leading provider of digital and conventional radiology equipment for
dental applications. Our product offerings include practice management applications, digital radiography
systems, cosmetic imaging systems, electronic data interchange (EDI) and other e-commerce services and
conventional x-ray equipment. We also offer ongoing maintenance, support and training related to our practice
management software products. Our business is divided into segments as follows: (i) our information
management technology systems and related services business, which is in turn divided into a domestic and an
international segment; and (ii) our Trophy radiology business.

PracticeWorks, Inc. was incorporated in Delaware in August 2000 and operated as a division of VitalWorks
Inc. until March 5, 2001, when it became an independent company as a result of a spin-off to the shareholders of
the former parent.

QOur Strategy

Our objective for our information management business is to enhance our position as the premier provider
of software-based information technology systems for the dental services industry in our markets. Our objectives
for our Trophy radiology business are to enhance Trophy’s position as the world’s leading provider of digital and
conventional radiography systems in Europe and Japan and to become the premier provider of such products in
the United States. Our principal strategies to meet these objectives are:

Promoting Qur Practice Management Applications to New and Existing Customers. In addition to
promoting our applications to new customers, we actively offer existing customers using our older classic
applications the opportunity to upgrade to our core technologies and subscribe to new products. These core
technologies offer advanced functionality and operate with the latest generation of operating systems and
hardware platforms. Based on our experience in the information technology industry, we believe providers
traditionally upgrade to new practice management systems approximately every five to seven years. These
upgrades should result in continued new revenue for us.

Increasing Trophy’s Market Presence. We believe that the demand for digital radiography will continue
to gain momentum as providers continue to move to an automated office environment and a digital solution
continues to gain acceptance as a better, more efficient alternative to conventional x-ray film. We believe that
Trophy’s reputation for superior digital imaging systems, combined with the integration that exists between
Trophy’s digital imaging products and our practice management applications will make us the preferred and
logical choice of our large customer base in the United States as it converts from conventional x-ray film to
digital, as well as the preferred choice for new customers seeking new or better solutions for their practice
automation and modernization needs. Although Trophy has long been a premier provider in Europe and Japan,
the United States, the largest dental market in the world, represents only about ten percent of Trophy’s revenues.
We intend to aggressively promote Trophy’s products in the United States and to continue to promote Trophy in
its traditional markets of Europe and Japan as well as the rest of the world.

Providing Additional Products and Services. As we have done in the recent past with the addition of new
products such as cosmetic imaging and digital radiography, we expect to continue to develop new products and
services that will benefit our customers’ practices. Furthermore, we believe that existing customers will take
advantage of our EDI and other electronic services, because of the efficiencies that these services can provide.
We also intend to continue to promote our maintenance and support services to customers who operate with one
of our practice management software products, but who may engage third-party providers for support, training
and maintenance.




Generating Recurring Revenues from Subscription Pricing. In addition to our historical practice of
selling licenses to our information management systems for a one-time fee plus ongoing maintenance and
support fees, we also offer our information management systems on a subscription basis. This pricing
methodology bundles the license fee with ongoing maintenance and support for a consolidated monthly charge.
Since beginning this pricing methodology in the last two years, approximately 70% of our new information
management system sales have been through subscription pricing, and 9% of our total information management
customer base is currently under subscription pricing. Although recurring revenue will decrease as a percentage
of total revenue as a result of the Trophy acquisition, because Trophy digital systems are more often acquired
outright through a purchase rather than through subscription, we intend to increase the percentage of customers
using our subscription-pricing model for our non-Trophy products and services in order to enhance the reliability
and consistency of our revenues. We will continue to market subscription pricing to existing customers primarily
in conjunction with our efforts to upgrade those customers to our core information management applications.
New customers will be offered subscription pricing for all of our products and services, although we expect these
customers will also prefer to purchase rather than subscribe to Trophy digital systems.

Creating a Strong Brand Identity for PracticeWorks and Trophy. We have implemented programs
designed to create a strong brand identity for PracticeWorks, and we will expand those efforts to also create a
strong brand identity for Trophy in the United States. Our marketing programs include direct mailings,
advertising, participation in trade shows, promotions at user group meetings and seminar programs that enable us
to meet face-to-face with existing and potential customers in major U.S. cities. Through our various marketing
programs, we will continue to stress the benefits of our offerings and the reasons a provider should choose our
products over those of a competitor.

Information Management Business
Overview

We provide software-based information technology systems for déntists, orthodontists and oral and
maxillofacial surgeons. Cur applications and services are designed to automate dental practices, resulting in
greater efficiency, lower costs and higher quality care. As of December 31, 2002, we had an installed base of
approximately 77,000 providers, including approximately 52,000 dentists, 5,000 orthodontists and 6,000 oral and
maxillofacial surgeons in the United States and approximately 14,000 providers primarily in Sweden and the
United Kingdom. Qur large installed customer base provides us with recurring revenues from our maintenance,
support and other services and applications offered under our subscription-pricing model. It also gives us the
opportunity to pursue growth through sales of emerging information technology products and other services such
as cosmetic imaging software and Trophy digital radiography systems to our existing customers.

Our practice management applications assist our customers in virtually every aspect of their practices,
including administrative, financial and clinical functions. The administrative and financial applications include
appointment scheduling, patient registration, correspondence, management reporting, insurance billing, patient
billing and accounts receivable management. Clinical applications include documentation of patient visits,
patient billing and treatment planning. We also offer cosmetic imaging software and digital radiography systems
that provide our customers the opportunity to operate more efficiently, market new services and generate
incremental revenue. Similarly, the electronic data interchange, or EDI, component of our applications can
improve a practice’s cash flow by enabling more accurate and rapid submission of claims to third-party payors
and more efficient processing of patient statements. In addition, we offer other electronic services to our
customers that we believe provide opportunities for future growth.

Another significant component of our business is providing ongoing maintenance, support and training to
new and existing customers. Qur maintenance services include monitoring and developing enhancements to our
software products, which we make available to our support and maintenance customers. Cur support services are
provided primarily by our staff of well-trained telephone support personnel. We provide on-site and remote
training to all of our new customers as well as to our existing customers who request it.
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In the United States, we offer our products and services on a 36-month subscription basis, which reduces the
initial cash outlay that the purchase of software licenses and practice applications often requires. If they desire,
our customers may purchase our products in the traditional manner by paying a one-time license fee plus a
recurring monthly support and maintenance fee. Our customers’ reliance on our systems and high level of
support and maintenance for the mission-critical aspects of their practices keeps us in close contact with them
and leads to additional sales opportunities. This reliance and proximity, combined with the difficulty in
transferring data to competitive systems, accounts for our historically low customer turnover. In addition, our
regular interaction with our customers gives us opportunities to upgrade our customers to our most advanced
applications as well as to market our full suite of products and services.

We expect our growth in the United States to continue in part from sales of additional products and services
to our existing customer base. We also believe there is potential for growth of our information management
business in Europe both organically and through acquisitions. Through our existing operations in the United
Kingdom and Sweden, we have established much of the infrastructure we expect to need for this expansion,
including a Europe-based management team focused solely on international operations.

Practice Management Applications and Services

Application Features. Our practice management applications are designed to automate the administrative,
financial and clinical information management functions for dental, orthodontic and oral and maxillofacial
surgery practices. Our applications are also scalable, providing the flexibility to serve practices of all sizes and
with multiple locations. Our applications include the following standard features and functions that are essential
to our customers’ practices:

o Administrative Management. Appointment scheduling, patient registration, resource management,
patient correspondence, referral management and management reporting;

o Fimancia] Management. Payor billing, patient billing and accounts receivable management; and

o Clinical Information Management. Complete documentation of patient visits, patient dental history

and treatment planning.

In addition to providing standard practice management features, our specialty-specific applications offer
advanced features that serve orthodontic and oral and maxillofacial surgery practices. Some of these advanced
features are summarized in the following chart:

Specialty Area Specialty-Specific Features
Orthodontics o Contract billing via payment coupons

e Time scheduling by units of doctor and assistant time per procedure
o Treatment charting

> Diagnostic and treatment planning

° Automatic patient treatment milestone tracking

> Imaging

Oral and Maxillofacial Surgery o Medical and dental claim processing and cross-coding
° Surgery narrative reporting
o Surgery stage tracking
o Implant tracking
o Pretreatment estimating and treatment planning
= Image integration into patient records

Current Applications. We classify our existing practice management applications as either core or classic.
Core applications are those we currently market to new and existing customers and are the focus of our ongoing
product development efforts. Core applications offer advanced functionality and operate with the latest

3




generation of operating systems and hardware platforms. Classic applications, while continuing to offer adequate
functionality, may lack the most advanced practice management features and may not be designed for the latest
generation of operating systems. We have designated as “classic” some of our applications that offer advanced
functionality and operate on the latest generation of operating systems, because we have a core application that
we believe better serves the same market.

As of December 31, 2002, approximately 57% of our customers used core applications, while approximately
43% used classic applications. We believe there is a significant opportunity to upgrade those customers utilizing
classic applications to our core applications. As part of our strategy to upgrade our customers to our core
applications, we no longer actively market our classic applications. We will, however, continue to provide
support for those applications until we determine, on a case-by-case basis, that it is no longer cost-effective to do
SO.

Subscription Pricing. Under our subscription-pricing model, our customers pay a fixed, monthly
subscription fee for our practice management applications, maintenance and support. The subscription fee is
based on the practice specialty and number of authorized system users, which may include practitioners and
support staff. The subscription fee is set by a contract that is typically 36 months in length. Subscription pricing
also provides our customers with protection against application obsolescence because we provide our customers
with upgrades for no additional charge as we expand the functionality of our applications.

Electronic Data Interchange

By using the EDI component of our practice management applications in conjunction with our electronic
gateway, customers are able to (1) determine patient insurance eligibility, (2) submit insurance claims to
independent national clearinghouses that then forward the claims to payors and (3) submit patient billing
information to clearinghouses that process, print and mail patient statements and provide billing reports to the
customer. The use of our EDI services can improve a practice’s cash flow by enabling both more accurate and
rapid submission of claims to third-party payors and more efficient generation of patient statements.
Furthermore, our EDI application is an integrated component of most of our practice management applications,
enabling customers to submit information to clearinghouses via our gateway without the need to access a
separate system or re-enter data. Customers pay for this service on a per-transaction basis.

Dicom Cosmetic Imaging

The Dicom Digital Imaging Suite of software applications includes imagExplorer™, imagEditor™,
imagSimulator™ and Whitener modules. This digital imaging system for dentists is an easy-to-use add-on
module for our dental practice management products. It provides powerful image management, editing,
annotation and treatment simulation capabilities for dentists and their staff. The Dicom Digital Imaging Suite
also provides a powerful communications tool that benefits dentists, dental laboratories and insurance companies
due to its strong functionality and ease of use.

Internet Services

PW Exchange. PW Exchange, our e-commerce application accessible on the Internet, is designed to .
reduce administrative effort and increase the efficiency of the procurement function of a practice by enabling
online purchasing of dental and orthodontic supplies, office supplies and promotional materials at competitive
prices from a single source. PW Exchange features an electronic catalog of the supplies offered by our e-
commerce suppliers and permits them to promote special offerings. Customers create orders by selecting
products from this catalog, and PW Exchange sends the order to be fulfilled by one of our e-commerce suppliers.
PW Exchange also offers an inventory management function that can automatically generate practice-specific
supply orders for orthodontic supplies based on the pre-determined needs of the practice.
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Other Electronic Services. Healthcare practices are increasingly establishing their own websites to market
their services and provide information about their practices over the Internet. To serve this growing demand, we
offer SiteBuilder, our Internet-based personalized website development application. SiteBuilder easily and
economically allows a provider to create a personalized website using templates and available graphics. Through
communications functionality, known as e-Link, currently available in our core practice management
applications, our customers’ websites may be integrated with their practice management application that enables
them to provide an interactive, secure, encrypted communication link for their patients. This functionality
provides our customers with the option to allow patients to request an appointment, receive confirmation of an
appointment, obtain account information, update their demographic data and communicate with the customer via
email.

In addition, we continue to develop our Internet portal, or website, whereby customers will be able to access
PW Exchange and SiteBuilder. Our portal will feature Internet-based training and support services and a
customer service application.

Sales and Marketing
Sales

In the United States, we offer both our information management products and services and Trophy
radiology systems primarily through a direct sales force that is organized by geographic territory and consisted of
approximately 70 sales representatives as of December 31, 2002. Each of our representatives has been trained
and is able to sell all of our products and services offering to all dental providers within their assigned territory.
Some of our representatives focus and specialize, however, on promoting specific products and services. We
utilize software that provides our sales force with tools for remote generation of proposals and quotes and
provides our sales management tools for lead tracking, sales forecasting and customer base forecasting.

We focus our sales efforts on the following initiatives:
e promotion of core applications as upgrades for existing customers or to new customers;
e promotion of our Trophy radiology products in the United States;

e promotion of our maintenance and support services to existing customers who do not currently
subscribe to these services;

° increased utilization of our EDI applications, PW Exchange and other electronic services by new and
existing customers through a direct marketing campaign; and

s encouragement of existing customers to convert to subscription pricing as their maintenance and support
contracts expire or when they upgrade to one of our new core products.

Marketing

We have committed resources to a focused marketing program. We believe we were successful in
continuing the branding of the PracticeWorks name in 2002. We are continuing programs that will promote
market awareness of our brands. Our marketing program includes the following components:

o Continuation of our Branding Campaign. We brand all components of our information
management technology systems with the PracticeWorks, SoftDent, Trophy and other marks owned by
us. In addition, we use our distinctive marks in connection with all trade shows and medical journals.

» National Seminar Program. Our ongoing seminar program enables us to meet face to face with
thousands of existing and potential customers in major U.S. cities to strengthen our customer
relationships and apprise them of the new products and features available through our practice
management applications and services.

o Lead Generation. We have implemented a lead generation application to track our contact with
existing and potential customers in order to increase the efficiency and management of our sales and our
marketing efforts.




We target our customers principally through customer referrals, participation in trade shows, cur seminar
program, direct mailings and advertising.

Customers

As of December 31, 2002, our information management business had an installed customer base of
approximately 63,000 providers in the United States, including 52,000 dentists, 5,000 orthodontists and 6,000
oral and maxillofacial surgeons. We have systems installed in all 50 states.

In addition, as of December 31, 2002, we had an installed customer base of approximately 14,000 providers

outside of the United States, primarily in Europe, approximately half of which were in the United Kingdom and
half in Sweden.

Customer Service, Support and Training

Qur support staff provides a wide range of customer support functions. As of December 31, ‘2‘002, we
employed approximately 300 functional and technical support personnel who work directly with our customers to
resolve technical, operational and application problems or questions. '

Our support staff also assists with the implementation process. Implementation consists of training,
hardware integration and, with respect to new customers or existing customers that are upgrading from our
classic systems, data conversion. We train providers and their staffs on the use of our products through remote
and on-site training, and we regularly offer seminar training in major U.S. cities. Data conversion is generally
performed while providers are using their existing practice management systems so that the day-to-day
operations of their practices are not interrupted. We have established a centralized data conversion center, which
we believe will enable us to more efficiently and effectively perform customer data conversions. Hardware
support is generally provided directly by the manufacturer or its authorized reseller, although we provide the first
level of telephone support and dispatch the service call to the appropriate vendor.

We also have centralized our support service for our applications. We believe this is a more cost-effective
way to offer a higher level of support to our customers. We plan to utilize the capabilities of our support staff
through the implementation and use of sophisticated computer software that keeps track of solutions to common
computer and software-related problems. Use of this software will allow our support staff to learn from the
experience of other personnel within our company and is expected to reduce the time required to respond to
support requests. ’

We recently have introduced remote training via the telephone and Internet. We are also developing
Internet-based maintenance and support services. Remote training enables us to deliver training to a customer
without the significant disruption of their normal business routine that on-site training requires. Internet-based
training allows our customers and their office staff to learn to utilize their practice management systems as
needed and on a more consistent basis than periodic on-site training or seminars.

Product Development

We focus our product development efforts on our core applications, including integration of our practice
management and imaging systems, as well as our classic products. Our product development staff develops
additional functionality for our applications by regularly communicating with our customers, our customer
service and support staff and our sales representatives to ensure our applications continue to meet evolving
market demands and by assessing the best attributes of our classic applications. Through our Thought Leaders
program, whose members are selected from leaders in the various fields of dentistry, we have formalized our
efforts to seek and receive input on our products and services and the needs of practitioners. In addition, we
actively seek feedback from our customers through end user group meetings.
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As of December 31, 2002, we had approximately 35 employees performing product development functions
and 15 performing quality assurance checks on our information management products. We spent approximately
$3.4 million, $2.2 million and $3.5 million on research and development activities on our information
management business, net of amounts eligible for treatment as capitalized software development costs, during the
years ended December 31, 2002, 2001 and 2000, respectively.

Technelogy
Operating Systems

We believe that PC-based practice management systems are standardizing on the Windows family of
operating systems. Our PC-based core applications use industry standard relational database software and
Microsoft Corporation’s operating system software, such as Windows 98, Windows 2000 and Windows XP.

Privacy Issues

Because our applications and services are utilized to manage and transmit highly sensitive and confidential
health information, we must address the security and confidentiality concerns of our customers and their patients.
To enable the use of our applications and services for the transmission of sensitive and confidential personal
health information, we utilize advanced technology designed to ensure a high degree of security. This technology
generally includes:

* security that requires a password to access our systems;

¢ user access restrictions that allow our customers to determine the individuals who will have access to
data and what level of access each individual will have;

* encryption of data relating to e-commerce transactions transmitted over the Internet; and
* . use of a mechanism for preventing outsiders from improperly accessing private data resources on our

internal network commonly referred to as a “firewall.”

The level of data encryption utilized by our products is in compliance with the encryption guidelines set
forth in the final rule regarding security standards published on February 20, 2003 and the proposed rule
regarding electronic signature standards in connection with HIPAA. We also encourage each of our customers to
implement their own firewall to protect the confidentiality of information being transferred into and out of their
computer network. - ‘ '

Internally, we work to ensure the safe handling of confidential data by employees in our electronic services
department by:

» using individual user names and passwords for each employee handling electronic data; and

= requiring each employee to sign an agreement to comply with all company policies, including our policy

regarding handling of confidential information.

‘We monitor proposed regulations that might affect our applications and services in order to ensure that we
are in compliance with such regulations when and if they are promulgated.

Employees

As of December 31, 2002, we employed approximately 700 full-time employees in our information
management business, none of whom is covered by a collective bargaining agreement. From time to time we
employ a small number of part-time personnel. ‘

Competition

The market for software-based information management technology systems for the dental services industry
is competitive, rapidly evolving, highly fragmented and subject to swift technological change. Cur primary
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competitors are national, regional and local practice management application providers, including Dentrix Dental
Systems, Inc. and Easy Dental Systems, both subsidiaries of Henry Schein, Inc., as well as EagleSoft, a
subsidiary of Patterson Dental Company. Each of these companies can be expected to compete with us within
various segments of the market for information technology for dentists, orthodontists and oral and maxillofacial
surgeons.

Furthermore, major software information systems companies and other entities, including those specializing
in the healthcare industry that are not presently offering applications that compete with our applications and
services, may enter our markets. We believe that the primary competitive factors in our industry are:

o product features and functionality;

e customer service, support and satisfaction;
o price;

o ease of implementation; and

e ongoing product enhancements.

We believe that we compete favorably with respect to all of these factors.

Trophy Radiology Business
Overview

In December 2002, we acquired Trophy Radiologie S.A., a developer and manufacturer of a complete line
of radiology equipment for dental applications, including its flagship RVG™ digital imaging sensor and related
software, high performance computer controlied digital panoramic imaging systems and intra-oral cameras. In
addition to being a premier manufacturer of conventional x-ray systems, Trophy pioneered the development of
intra-oral digital imaging systems that allow traditional x-ray equipment to generate x-ray images instantly
without film or other consumables. We believe Trophy’s RVG digital sensors and software make Trophy the first
and only digital intra-oral system that has equaled or exceeded the performance of x-ray film. Prior to the
acquisition, we had been a preferred distributor of Trophy’s digital sensor products in the United States since
early 2002. We acquired Trophy in order to take full advantage of the growing demand for and acceptance of
digital imaging products worldwide. Digital solutions are used in the most successful dental practices to improve
time management and increase productivity per chair. Trophy’s digital imaging systems allow a dentist to obtain
a high resolution x-ray image in a more versatile, useable electronic format with added benefits of reduced
radiation exposure to the patient and elimination of chemicals and film. Office productivity is enhanced from the
elimination of traditional film development processing.

Trophy Products

Digital Imaging. Trophy offers a full line of digital radiography systems covering all intra-oral
procedures. Dental radiology equipment typically consists of an x-ray generator and an electronic control unit. In
1983, Trophy pioneered the development of its RVG digital imaging system which allows conventional x-ray
equipment to generate X-ray images instantly without requiring film or other consumables and offers better
diagnostic capabilities than conventional film. Digital systems also require significantly less x-ray radiation
exposure than conventional x-ray equipment. As dental providers continue to move to an automated office
environment and digital imaging continues to gain acceptance as a better and more efficient alternative to
conventional x-ray film, we expect increasing demand for Trophy’s digital products. All of Trophy’s digital
products are integrated with our core practice management applications and bridged both to our classic practice
management applications and to those of our primary competitors. Trophy’s digital imaging products include the
following:

o RVG"™ Digital Sensor. The RVG digital imaging system consists of an intra-oral sensor linked to a
personal computer. The RVG system requires significantly less x-ray radiation than conventional
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equipment and produces images that we believe equal or surpass conventional x-ray film. Other RVG
benefits include a zoom mode for more detail, measurement capabilities, video inversions and filters, all
of which makes diagnoses easier and more efficient.

o TrophyPan™ Digital Panoramic System. A panoramic system allows providers to take images of a
patient’s entire jaw, a necessary tool for dental practitioners. TrophyPan, introduced in April 2002, is
Trophy’s newest panoramic product using digital technology. It is the first such product designed as a
digital system from the beginning rather than as an add-on or retrofit to a conventional panoramic
machine. We believe its optimal ergonomics and user-friendly design make it the easiest panoramic unit
to use in the industry. We believe it is also the first computer controlled digital system available in the
market, allowing the creation of digital panoramic images simpler than ever before. TrophyPan’s front-
eniry design makes it easier to position the patient, thereby avoiding uncomfortable positioning and
alignment errors. Among other things, TrophyPan allows for patient participation in professional
treatment plan presentations and makes copying, transmission and storage of records easy.

> DigiPan™. DigiPan is a digital cassette utilizing RVG technology that replaces the film cassette on
conventional x-ray panoramic equipment. DigiPan can be retrofitted onto conventional panoramic units
of many manufacturers. It offers the owners of such conventional equipment all the benefits of RVG
digital technology, including integration with practice management applications.

°  Stomavision Digital Intra-Oral Camera. The Stomavision camera allows the provider to show the
patient in real time the dental work that needs to be, or is being, performed.

Conventional X-Ray. Trophy also manufactures and sells two models of conventional x-ray generator
units, both of which are fully compatible with the RVG digital imaging system.

o Irix™ 70. The Irix 70 x-ray generator unit has historically been one of Trophy’s best selling products.
The Irix 70’s scissor arm provides precise positioning, limiting retakes and increasing efficiency. The
Irix 70 also has the ability to switch from conventional to digital imaging by pressing a button on its
microprocessor-driven control panel.

o Elitys®. The Elitys x-ray generator unit utilizes very high frequency technology to offer decreased
levels of radiation together with control of exposure settings. As is the case with the Irix 70 unit, the
Elitys unit provides superior ease-of-use and positioning through its combined spring and oil/air-
powered scissor arm and is compatible with Trophy’s RVG digital imaging technology.

Sales and Marketing
Sales

In Europe, we offer Trophy products primarily through a well-established network of approximately 550
distributors supported by local Trophy sales offices in France, the United Kingdom, Belgium, Germany, Italy and
Spain. These distributors sell both digital and conventional systems primarily on a non-exclusive basis. In the
U.S., we sell Trophy’s digital radiology products exclusively through our information management products
sales force while we sell its conventional radiology products through independent non-exclusive dealers. In
Japan, we sell our Trophy products through an exclusive distribution arrangement with a Japanese dental
products manufacturer. In the rest of the world, Trophy generally uses one dealer per country, typically on a non-
exclusive basis. In France, Trophy also has an in-house sales and service team that supports its dealer network
and pursues large orders in Eastern Europe, Asia, the Middle East and South America. During fiscal year 2002,
no Trophy distributor represented more than five percent of Trophy’s revenue except for Trophy’s exclusive
distributor in Japan, which represented 8% of Trophy’s revenues.
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Marketing

In the United States, we are committed to a marketing program designed to create strong brand identity and
brand awareness for Trophy. This program will be part of and work in conjunction with the marketing program
for our information management business described elsewhere in this report. In Europe, the Trophy brand name
is well known, and we market Trophy brand products throughout Europe in a variety of ways, including by
attending trade shows and advertising in industry publications.

Customer Service, Support and Training

Our distributor network is supported by Trophy’s sales and support staff of approximately 100 employees
located in its offices in France and at its international sales subsidiary locations.

Product Development

We focus our product development efforts on our digital imaging, software and conventional x-ray systems
as well as new products. These efforts concentrate on exploring alternative imaging technology and improving
ergonomics and ease of operation and installation, all while maintaining or improving our image quality. We also
devote a considerable amount of resources to continually improve processing techniques, comply with regulatory
requirements and improve ease of use.

As of December 31, 2002, we had approximately 30 employees performing product development functions.
Research and development expenditures are anticipated to be $3.0 million for 2003.

Manufacturing

We have one manufacturing facility for our Trophy products, which is located near Paris, France. This
facility also serves as the principal business office for our Trophy operations.

Trophy currently utilizes three production lines and one distribution line in the manufacture of its dental
products. The three production lines are organized for (i) the manufacture of conventional dental products (Irix
and Elitys), (ii) the manufacture of dental imaging products (RVG, STV, DigiPan) and (iii) the manufacture of
TrophyPan units.

Trophy is one of only a few manufacturers worldwide that are capable of the complete manufacture of x-ray
generators: winding operations, oil filling of x-ray head containers and x-ray tube fabrication. Trophy also
manufactures the major components of the RVG sensor and the TrophyPan and DigiPan units. Trophy’s
production staff is highly skilled and capable as a result of internal training programs and long length of service.

Trophy operates on a just-in-time production schedule. Trophy utilizes various subcontractors for sheet
metal parts production, painting, mechanical works and most PC-board devices. Main subcontractors are located
in France and all operations and components are made according to Trophy’s specifications. For all purchased
components, suppliers are required to send quality reports certifying the conformity of their products to Trophy’s
norms and requirements. Components are checked by a Trophy team upon taking delivery. During the
manufacturing process, quality control is maintained at each and every level both by the working operators and
the team managers. All finished products are checked for quality control purposes before packing, according to
checklists, and a delivery report must be issued before any product is permitted to leave Trophy’s facility.
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In March 1998, Trophy became an ISO 9001 certified company. All Trophy’s products involving ionizing
x-ray radiation, such as Irix, Elitys, and Digital Panoramic (class 1ib) units, are subject to CE Marking, pursuant
to European Directives 93/42/EEC, annexes III and V. The other non-active dental products, such as RVG, STV,
and DigiPan (class I), are subject to CE Marking, pursuant to the same above Directives, annex VII. New
products under development will be submitted to CE Marking, under annex II.

Employees

As of December 31, 2002, we employed approximately 280 full-time employees in our Trophy business,
primarily in France and other European countries. As required by French law, the employees of Trophy are
represented by a Labor Council of ten members. One of these members represents Confédération francaise et
démocratique du travail, and another represents Confédération générale des travailleurs, two unions. In addition,
our employees in Europe have significant rights provided by their respective government’s employment
regulations. We consider our relations with our Trophy employees to be good.

Competition

The market for dental radiology systems is intensely competitive and includes a number of companies, both
within and outside the United States. Trophy’s primary competitors vary by product category. In conventional x-
ray systems, our primary competitors are Gendex (a subsidiary of DENTSPLY International in the United
States), Sirona of Germany, and Planmeca and Instrumentarium-Soredex, both of Finland, and there are as well
other smaller companies who compete in this product category, primarily in developing countries. In digital
radiology, including panoramic systems, our primary competitors are three U.S.-based companies, Schick
Technologies, Inc., Gendex and Dexis. Primary competitive factors include integration with practice
management applications, image quality, ease of operation, product features and functionality and price. We
believe we compete favorably with respect to all of these factors.

[

The Dental Industry
Overview

According to the Centers for Medicare & Medicaid Services, spending on dental services in the United
States reached approximately $65.6 billion in 2001. Dental services are expected to grow at a compounded rate
of 5.5% annually through the year 2012, when total dental care would account for approximately $118.0 billion
of healthcare expenditures in the United States. Based on our experience in the industry, we believe the primary
drivers of growth in dental services include the aging population, natural teeth being retained longer, changing
dental procedures and preventative care trends, general population growth and an increase in private dental
insurance. According to Dorland Healthcare Information, a healthcare industry research firm, orthodontic
services were estimated to have represented $4.4 billion of total dental services expenditures in 2000, an increase
of 7.3% over the previous year. Information about the oral and maxillofacial surgery market is not available and
is not included in the dental services industry data discussed above.

The dental services industry in Europe differs notably from the current market in the United States in two
major respects. First, in contrast with the United States, where we believe a substantial majority of practices are
automated or computerized, we believe that roughly half of the practices in Europe are currently automated or
computerized. Second, in most European countries, the market for practice management software applications in
the dental services industry is fragmented, with no clear leader.

Information Technology

Information from the American Dental Association indicates that dental practitioners are increasingly
utilizing information technology, including practice management applications, in their day-to-day operations to
more efficiently manage their practices and control costs. Practice management applications include a range of
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software products for dentists and other dental healthcare providers that are used throughout the business day.
Most practice management applications provide several common functions considered mission critical,
including:

o administrative functions, such as patient scheduling;
e financial functions, such as patient billing and receivables management; and

o clinical functions, such as preventative care notification.

Information technology and the Internet are becoming increasingly important and commercially viable
means to reduce the current cost burden in the healthcare industry. Because of its size, fragmentation and
dependence on information exchange, we believe the dental, orthodontic and oral and maxillofacial surgery
markets are ideally suited to benefit from increased use of technology to control costs and manage complex data
requirements. We believe a significant opportunity exists for companies like ours that have experience in
delivering information technology systems to dental providers.

Digital Radiology

Dentists typically perform their own radiology work and, as a result, represent, as a group, one of the largest
consumers of radiology products in the world. Until recently, conventional x-ray equipment using film was the
only means available to dental providers. However, as digital technology has evolved to the point where image
quality equals or exceeds conventional film while at the same time reducing radiation exposure, eliminating
processing time and increasing overall efficiency, providers are increasingly migrating to digital, notwithstanding
its higher initial cost. According to Business Communications Company, dental digital radiology has grown from
an estimated $32 million industry in 1998 to an estimated $233 million in 2002, a compound annual rate of 64%.
We believe that the worldwide market for digital radiology will continue to grow with a potential market that
includes all dental providers practicing today and in the future. We believe the business is being driven by major
demographic and secioeconomic trends as well.

Imtellectual Property and Proprietary Rights

Our success and ability to compete depend in part on our ability to protect our proprietary intellectual
property rights to our applications and services. To protect these rights, we rely primarily on a combination of
patent, copyright, trade secret, service mark and trademark laws, confidentiality agreements with third parties,
and protective contractual provisions such as those contained in agreements with companies with which we have
business relationships, vendors and customers. In addition, our employees are expected to sign an agreement to
comply with our corporate policies and procedures, including our policy regarding non-disclosure of confidential
information, but we may not have entered into these agreements in every case. Despite our efforts to protect our
proprietary information, unauthorized parties may attempt to obtain and use our proprietary information. Policing
unauthorized use of our proprietary information is difficult, and the steps we have taken might not prevent
misappropriation, particularly in foreign countries where the laws may not protect our proprietary rights as fully
as do the laws of the United States. In addition, competitors may independently develop applications and services
similar to ours.

PracticeWorks, Trophy, RVG, SoftDent, Irix 70, Elitys, TrophyPan and DigiPan, among others, are
trademarks owned by us to which we have registration rights, common law rights, or both.

Government Regulation

As a participant in the healthcare industry, our operations and relationships are subject to regulation by
foreign, federal and state laws and regulations and enforcement by foreign, federal and state governmental
agencies. Sanctions may be imposed for violation of these laws. We believe our operations are in compliance
with existing laws that are material to our operations.
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HIPAA. The Health Insurance Portability and Accountability Act of 1996 (“HIPAA”) required the
Secretary of the Department of Health and Human Services, referred to as the Secretary, to promulgate rules for,
among other things, electronic transactions and protection of the privacy and security of individually identifiable
health information.

A significant portion of our activities involves the receipt, delivery and potential use and disclosure of
individually identifiable health information concerning patients of the dentists, orthodontists and oral and
maxillofacial surgeons with whom we have direct contractual relationships. For example, we transfer
individually identifiable health information to national healthcare clearinghouses through our EDI services, and
we will transmit individually identifiable health information over the Internet in connection with our application
service provider offerings. Additionally, we may receive certain types of individually identifiable health
information when we convert a provider’s entire database in connection with the installation of new software or
when we remotely access a customer’s computers to resolve hardware or software issues.

On December 28, 2000, the Secretary published a final rule, which was amended on May 31, 2002 and
August 14, 2002, setting standards to limit the permissible use and disclosure of individually identifiable health
information by healthcare providers, health plans and healthcare clearinghouses, known collectively as “covered
entities” (the “Final Privacy Rule”). The Final Privacy Rule regulates so-called protected health information, or
PHI, which encompasses all individually identifiable health information that is transmitted or maintained by a
covered entity in electronic media or any other form or medium. The Final Privacy Rule establishes a complex
regulatory framework on a variety of subjects, including (1) disclosure and use of PHI, (2) individuals’ rights to
access and amend their PHI, and (3) individuals’ rights to an accounting of disclosures of PHI. The Final Rule
generally prohibits any disclosure or use of PHI except as authorized either by the rule or by the patient under
standards set by the rule. Most covered entities must be in compliance with the Final Privacy Rule on or before
April 14, 2003. We are taking steps to ensure that our operations and contracts will be in compliance with the
Final Privacy Rule and any revisions thereto on or before that date.

Although we are not a healthcare provider or a health plan, we offer certain electronic claims and billing
services to our dental customers, which include the conversion and consolidation of certain healthcare claims
data from non-standard to standard formats for submission to third-party payors or claims processing entities. As
such, we may be considered a healthcare clearinghouse under the Final Privacy Rule. As a covered entity, we
will need to comply with certain components of the Final Privacy Rule, including the implementation of new
policies, procedures and employee training to protect the privacy of any PHI that we may receive from our
customers when performing these types of clearinghouse services.

Certain requirements of the Final Privacy Rule also extend to so-called “business associates™ of covered
entities. Because we likely would be considered a “business associate” when receiving PHI to facilitate a client’s
data conversion or when remotely accessing a client’s computers or providing other similar functions, our clients
need to ensure that they have in place with us a contractual relationship that includes certain requirements to
protect the privacy of any PHI that we may receive in the course of our relationship. Among other requirements,
the contracts must specify that the business associate will: (1) only use or disclose PHI as permitted under the
agreement and not in a manner that would violate the Final Privacy Rule; (2) use appropriate safeguards to
prevent further use or disclosure of PHI except as permitted by the agreement; (3) report any known misuse of
PHI to the covered entity; (4) make an accounting of any disclosures of PHI available to individuals as required
by the Final Privacy Rule; (5) return or destroy any PHI at the termination of the relationship; and (6) require that
the contract be terminated, if feasible, where it is determined that the business associate has materially violated it.
In our conduct of certain clearinghouse and other services, we are considered a covered entity, and therefore we
will enter into a business associate agreement with certain of our vendors as well.

In addition to the Final Privacy Rule, on August 17, 2000, the Secretary issued final rules for financial and
administrative transactions and data elements for certain types of healthcare transactions that are transmitted

electronically (the “Final Transaction Rule”), which were modified on February 20, 2003. Specifically, the Final

13



Transaction Rule establishes standards and data elements for eight financial and administrative transactions
including: (1) healthcare claims or equivalent encounter information; (2) eligibility for a health plan; (3) referral
certification and authorization; (4) healthcare claims status; (5) enrollment and disenroliments in a health plan;
(6) healthcare payment and remittance advice; (7) health plan premium payments; and (8) coordination of
benefits. Testing for the eight transactions covered by the rule must begin no later than April 16, 2003. Because
of the complexity of these new requirements, we are in the process of reviewing all applications in an effort to
ensure that the content and edits will conform to the Final Transaction Rule for our customers that submit any of
the eight transactions electronically. While we will incur costs to become compliant with the Final Transaction
Rule, management believes they will not have a significant overall impact on the Company’s financial results or
operations. '

Lastly, on February 20, 2003, the Secretary issued final regulations addressing security standards regarding
electronic transmission of PHI under HIPAA. The security standards address various areas, including,
administrative procedures, physical safeguards, technical security services and technical security mechanisms.
Security standards may require us to enter into agreements and/or amendments to existing agreements with
certain of our customers restricting the dissemination of PHI and requiring implementation of specified security
measures. The deadline for compliance with the security regulations is April 21, 2005.

State Privacy Laws. In addition to the Final Privacy Rule, most states have enacted patient confidentiality
laws which prohibit the disclosure of confidential medical information and many are considering further
legislation in this area. The Final Privacy Rule establishes minimum standards and would preempt conflicting
state laws that are less restrictive than HIPAA but would not preempt conflicting state laws that are more
stringent than any rules issued by the Secretary under HIPAA. As a result, both the Final Privacy Rule and state
privacy laws may require changes to our applications and services, policies and procedures.

FDA Regulation. The U.S. Food and Drug Administration, or FDA, has the authority to regulate “medical
devices,” including x-ray and certain computer applications, when such devices are indicated, labeled or intended
to be used in the diagnosis of disease or other conditions, or in the cure, mitigation, treatment or prevention of
disease, or are intended to affect the structure or function of the body. The FDA regulates the marketing,
manufacturing, labeling, packaging, advertising, sale and distribution of “medical devices”, as do various foreign
authorities in their respective jurisdictions. The FDA enforces additional regulations regarding the safety of
equipment utilizing x-rays. Various states also impose similar regulations on the use of x-ray producing
equipment by healthcare professionals.

Expansion of our application and service offerings through the acquisition of Trophy subjected us to FDA
regulation for the first time. In addition to our Trophy radiology products, however, there is always the
possibility that the FDA could assert regulatory jurisdiction over other aspects of our business. FDA jurisdiction
over Trophy products is well established, as discussed below. FDA’s extending jurisdiction to other aspects of
our applications and services could materially affect our ability to introduce new applications and services in a
timely manner because of the FDA approval process. In addition, compliance with FDA regulations could be
expensive.

Radiological and imaging products that Trophy is currently manufacturing or has in developmental stages
are subject to governmental clearance, including marketing clearance by the FDA. FDA approval typically
requires extended evaluation to confirm that a medical device is safe and effective for its intended use. Medical
devices cannot be legally marketed in the United States without FDA marketing clearance. There are no
assurances that any product developed by us in the future will be given clearance by FDA or that additional
regulations will not be adopted or current regulations amended in such a manner as to adversely affect the
marketing and sale of our products.

The FDA, under authority of the Federal Food, Drug and Cosmetic Act (“FFDCA”) classifies medical
devices intended for human use as: Class I, Class II, and Class III devices. Class I devices are products which the
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FDA may be reasonably assured are safe and effective by maintaining general controls over manufacturing,
relating to such matters as adulteration, misbranding, registration, notification, records and reports. The STV
Stomavision is a Class I device.

Class II devices require special controls such as promulgationt of performance standards, post-market
surveillance, patient registries or such other actions as the FDA deems to provide a reasonable assurance of
safety and efficacy. With the exception of the STV Stomavision, all Trophy radiology products are Class II
devices.

Class III devices are life-supporting, life-sustaining, of substantial importance in preventing impairment of
human health, or present a potential unreasonable risk of illness or injury. Class III devices require extensive pre-
market review by FDA prior to approval. None of our existing products are Class III medical devices.

Unless they fall into a narrow category of exempt devices, medical devices may not be commercially
distributed in the United States unless they have been cleared by the FDA. Medical devices can receive such
clearance in accordance with a Section 510(k) procedure or by Pre-Market Approval (“PMA”). A medical device
that has been cleared by FDA for one particular purpose may not be marketed for applications that have not been
cleared by FDA.

Under the 510(k) procedure, a manufacturer submits to the FDA a pre-market notification that it intends to
begin marketing the device and provides information demonstrating that the device is substantially equivalent to
another legally marketed product. The FDA will clear the device for marketing if the applicant can show that it
has the same intended use and that it is as safe and effective as a legally marketed device and does not raise
questions of safety and effectiveness. The FDA may require a 510(k) notification to include data from human
clinical studies.

Once the FDA issues a clearance letter confirming substantial equivalence to an already legally marketed
device, marketing may commence. FDA is required by regulation to respond to a 510(k) notification within 90
days, but there are no assurances that the agency will provide a timely response, or that a finding of substantial
equivalence will be made.

Pre-Market Approval (“PMA”) must be obtained for medical devices that do not qualify for the 510(k)
procedure, because they are not substantially equivalent to a legally marketed device (or fall into the Class III
device category), before they can be legally marketed in the United States.

The objective of the PMA application is to confirm that the medical device is safe and effective. PMA
applications are complex submissions that include the results of clinical studies. FDA’s review of PMAs may be
lengthy and the agency can request additional data. The FDA may take 180 days to review a PMA application,
but the review is subject to extension. There are no assurances that the FDA will approve a PMA application.

The Trophy products marketed in the U.S. all have been cleared under the 510(k) procedure.

Medical device manufacturers and distributors are subject to continuing oversight by the FDA, including
annual reporting and annually providing FDA with a list of commercially distributed medical devices. Medical
device manufacturers must also comply with labeling requirements and manufacture their products and maintain
their documents in a prescribed manner with respect to manufacturing, testing, and quality control activities.

The Medical Device Reporting regulations subject medical devices to post-market reporting requirements
pertaining to instances where death or injury occurred, or malfunctions occurred in a manner that would be likely
to cause a death or serious injury.
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We are currently developing new products and making improvements to existing products. We ei(pebf to file
510(k) applications with the FDA in connection with our future products. There are no assurances that the
clearance process will not be encumbered by requirements for additional data that may substantially delay the
510(k) process and result in substantial additional expense.

FDA clearance, if obtained, may further be subject to conditions on the marketing or manufﬁctuﬁng‘of the
medical device which could impede our ability to manufacture and/or market the device. There are no assurances
that products we may develop will be approved by or receive marketing clearance from applicable governmental
authorities. The inability to obtain regulatory approval for and market new devices and enhancements to existing
devices, could have a material adverse effect on our business.

FDA regulations are enforced by a variety of sanctions. Non-compliance can result in fines, injunctions,
civil penalties, suspensions or loss of regulatory approvals, product recalls, seizure of products, operating
restrictions and criminal prosecution. It is also possible that new government regulations may be promulgated
that could prevent or delay regulatory clearance of our products. Delays in clearance, failure to receive clearance
or the loss of clearance previously obtained could have a material adverse effect on our business.

Available Information

We make our annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K,
and all amendments to these reports filed pursuant to Section 13(a) or 15(d) of the Securities Exchange Act of
1934, available free of charge on our website, located at http://www.practiceworks.com as soon as reasonably
practicable after they are filed with or furnished to the SEC.

Risk Factors

We have a history of losses, and we may never achieve or maintain profitability.

We had net losses of $7.1 million for the year ended December 31, 2002. Our accumulated deficit as of
December 31, 2002 was $32.5 million. We were not profitable during the last three fiscal years, and although we
expect to be profitable in fiscal 2003, uncertainties still exist regarding our attainment of profitability.

Management and integration of the Trophy business may task our executive management, which could
adversely affect our business.

We believe that the Trophy acquisition will allow us to remain at the forefront of developing trends in the
modern dental practice and permit us to provide a complete digital solution for our customers. However, Trophy
operations, which we anticipate will represent a significant portion of our overall business, include
manufacturing operations conducted in France, where we have not previously had any experience conducting
business. Although we have had success maintaining a European business presence in the past, our international
business before Trophy did not approach the magnitude that Trophy represents, and U.S. management may face
unexpected challenges related to having such a large part of its business conducted at such a remote distance
from the U.S. operations. In addition, Trophy has added to our company an entirely new business segment of -
manufacturing. U.S. management personne! are not experienced in manufacturing on this scale and will
necessarily rely on existing management at Trophy for the day-to-day operations of that segment. Trophy has a
world-wide distribution network for its products and manages that distribution through a number of foreign
subsidiaries. Most of those subsidiaries are located in jurisdictions in which our company has not previously had
experience conducting business. The Trophy business may require additional management resources that may not
be available in the company, and it may divert current executive management’s attention and efforts from our
day-to-day operations in the U.S., including those related to our information management business, which could
adversely affect our business.

16




We may be unable to set subscription fees at levels that will enable us to achieve profitability.

The success of our subscription pricing model for information management products depends upon our
ability to set subscription fees for our applications and services at rates that will allow us to achieve profitability
in our information management business. Under our subscription-pricing model, our customers pay a fixed,
monthly subscription fee for our practice management applications, maintenance and support. The subscription
fee is based on the practice specialty and number of authorized system users. The market for delivery of
applications and services like ours on a subscription fee basis is not well developed. In addition, we expect to
enter into multi-year agreements with subscribers pursuant to which subscription fees are typically locked in for
36 months, limiting our ability to increase our subscription fees for those subscribers. If we fail to appropriately
price our subscription fees, achieving profitability in our information management business could take longer
than expected, or we may never achieve profitability in that business segment. In addition, although we expect
recurring revenues to continue to increase in amount, we expect them to decrease as a percentage of total
revenues as a result of the Trophy acquisition.

We may not be able to achieve widespread recognition of our brand name, which would make it difficult to
implement our business strategy.

Achieving market acceptance for our new applications and services and for our Trophy products in the
United States will require continuous and substantial sales and marketing efforts and the expenditure of
significant funds to increase awareness and demand by our current and prospective customers. The
PracticeWorks name is relatively new and we expect to invest significant amounts on programs that will promote
market awareness and identity of our brand. The same is true of the Trophy name in the United States. If we fail
to successfully create a recognized brand name for PracticeWorks and Trophy in the United States, our ability to
obtain new customers and retain current customers could suffer.

Our cosmetic imaging systems, digital radiography systems, and certain electronic services are mew
product offerings that may not achieve significant near-term adoption, and a lack of growth from these
offerings may adversely affect our business model.

Our new cosmetic imaging and Trophy digital radiology systems have not yet achieved widespread market
acceptance. We will need to devote substantial marketing efforts in order to drive market adoption of these
products. We also intend to grow by encouraging dentists, orthodontists and oral and maxillofacial surgeons to
place orders with suppliers over the Internet using our PW Exchange application and to access other services on
our Internet portal. If these efforts are not successful and our customers do not utilize these products and services
as we anticipate, our growth could be inhibited.

Technelogy systems may change faster than we are able to update our products, which could affect our
ability to grow our business.

Although the healthcare industry, including dental, orthodontic and oral and maxillofacial surgery practices,
historically has been slow to respond to technological advances, many vendors are introducing technologically
advanced products in anticipation of growing demand. As a result, the healthcare industry is increasingly
characterized by rapidly changing technology, evolving industry standards, emerging competition and the
frequent introduction of new applications and services. Qur success depends partly on our ability to:

o efficiently develop or enhance existing applications and services to meet our customers’ changing
needs; and

o effectively respond to technological changes and the new application and service offerings of our
competitors.

If our competitors develop products or technologies that are better or more attractive than ours, or
technological advancements render our applications and services obsolete, our business could be harmed.
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Cur Trophy products expose us to the risk of product lability, recalls and similar claims which may result
in substantial damage awards and other costs which could have a material adverse effect on our business
and results of operations.

Due to the nature of our Trophy products, we are subject to the risk of product liability, recalls and other
claims in the event that the use of our products results in personal injury or other claims. Trophy has conducted
recalls and other corrective actions, and experienced claims for property damage and/or personal injury
{generally only minor in nature), with respect to the scissor arms of certain conventional x-ray machines
manufactured prior to 1998. Although these recalls and corrective actions have generally been completed, certain
claims and legal proceedings are still pending and the termination of these recalls and corrective actions may not
necessarily preclude future product failures, recalls and additional claims for property damage and/or personal
injury. Although we maintain insurance coverage related to product liability claims and, in connection with the
Trophy acquisition, Trophy’s former parent agreed to indemnify us, subject to certain limits, for scissor arm
claims related to products manufactured prior to 1998, there can be no assurance that product liability or other
claims or costs related thereto will not exceed our insurance coverage limits or be subject to indemntty.

The markets we serve are highly competitive, and we may be unable to compete with businesses that may
have greater resources than we have.

The market for providing information technology and radiology equipment to dentists, orthodontists and
oral and maxillofacial surgeons is competitive. In our information management business, our primary
competitors include national, regional and local practice management application providers, including Dentrix
Dental Systems, Inc. and Easy Dental Systems, both subsidiaries of Henry Schein, Inc., as well as EagleSoft, a
subsidiary of Patterson Dental Company. In our Trophy radiology business, our competitors include European
and United States companies, including Gendex (United States), Sirona (Germany) and Planmeca and
Instrumentarium-Sordex (both in Finland) in conventional x-ray, and Schick Technologies, Inc., Gendex and
Dexis (all U.S.-based) in digital radiology. Furthermore, major software and radiology companies and other
entities, including those specializing in the healthcare industry that are not currently offering applications,
services or digital equipment that compete with our applications and products, may enter our markets.

Some of our competitors may have substantially greater financial, technical and marketing resources, longer
operating histories, greater name recognition and more established relationships in the healthcare information
technology and radiology markets than we have. We may not have the resources or expertise to compete
successfully in the future. If we are unable to develop and expand our applications, services and products or
adapt to changing customer needs as well as our current or future competitors are able to do, we may experience
reduced profitability and a loss of market share.

We may need additional capital to fimance existing obligations and to fund cur operations and growth, and
we may be unable to obtain additional capital under terms acceptable to us or at all.

We have certain obligations that may have to be refinanced. As of December 31, 2002, the principal balance
of our Bank of America credit facility was approximately $39.0 million out of $45.0 million available under the
facility. The credit facility has a three-year term and matures on December 23, 2005. In addition, if our series B
convertible preferred stock is not converted prior to August 8, 2006, we would be required to redeem this
preferred stock at a redemption price equal to the liquidation preference, $5.2 million as of December 31, 2002,
plus accrued and unpaid dividends ($451,000 as of December 31, 2002). In addition to the foregoing,
unanticipated events could cause our revenues to be lower and our costs to be higher than expected, therefore
creating the need for additional capital. We cannot assure you that we will have sufficient funds available to pay
our credit or redemption obligations or that we will be able to refinance these obligations or obtain capital to
finance operations on favorable terms or at all. If we are unable to do so, we may have to delay or abandon some
or all of our development and expansion plans or otherwise forego market opportunities, any of which could
harm our business.
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We have recorded, and may continue ¢o record, a significant amount of geedwill in connection with our
acquisition strategy.

As a result of our acquisitions, goodwill accounted for $78.2 million, or 42%, of our total assets as of
December 31, 2002. We may record additional goodwill related to future acquisitions, if any. In 2002, we
recorded goodwill of approximately $32.8 million related to the purchase price allocations of acquisitions. Under
newly adopted generally accepted accounting principles, we will no longer amortize any goodwill. However, we
will perform an annual impairment analysis on the carrying value of our goodwill. If the financial benefits of our
acquisitions do not ultimately exceed the associated costs, including any dilution to our stockholders resulting
from the issuance of shares of our common stock in connection with our acquisitions, we could be required to
write down some or all of the unamortized goodwill. As a result, our results of operations would be adversely
affected.

The exercise of options or warrants may resuit in dilution to you.

In connection with the redemption in June 2002 of our series A convertible preferred stock, we issued a
warrant to the holder of such stock to purchase up to 450,000 shares of common stock with an exercise price
equal to $15.50. Those warrants may be exercised at any time up to seven years from the date of issuance. In
addition, approximately 5.8 million shares of common stock are subject to issuance upon exercise of outstanding
stock options. These shares have been registered and may be sold immediately after exercise. As of December
31, 2002, options and warrants to purchase approximately 1.6 million of the shares were exercisable at a
weighted average exercise price of $10.41. Accordingly, your ownership may be diluted by the exercise of
outstanding stock options and warrants.

QOur faiture or inability to comply with recent privacy or other regulations to which we are or may be
subject in the future could have a material adverse effect on our business.

Federal regulations, such as HIPAA, have been adopted, and others proposed, that will impact the manner in
which we conduct our business.

A significant portion of our activities involves the receipt, delivery and potential use and disclosure of
individually identifiable health information. Although we are not a healthcare provider or a health plan, we offer
certain electronic billing services to our customers, which include the conversion and consolidation of certain
healthcare claims data from non-standard to standard formats for submission to third-party payors or claims
processing entities. As such, we may be considered a healthcare clearinghouse under the final privacy rules
issued by the Secretary under HIPAA in December 2000 and amended on May 31, 2002 and August 14, 2002.

Additionally, from time to time, we receive individually identifiable health information from our customers.
For example, we may receive certain types of individually identifiable health information when we convert a
provider’s entire database in connection with the installation of new software or when we remotely access a
customer’s computers to resolve hardware or software issues. In providing this service to our dental customers,
we likely would be considered a business associate of a covered entity and will be required to amend existing
contracts to ensure compliance with these requirements.

In addition to the final privacy provisions, the Secretary also has adopted final rules for financial and
administrative transactions and data elements for certain types of healthcare transactions which are transmitted
electronically. These transaction rules will likely require changes to our software applications to comply with
these requirements.

These final regulations issued by the Secretary pursuant to HIPAA may require us to expend significant
resources to comply with these requirements. We may need to implement new policies, procedures, and technical
security measures. We must take additional steps to make sure that we comply with the final transaction
standards adopted by the Secretary. Because these regulations are new and evolving, there is some uncertainty as
to how certain provisions will be interpreted and/or enforced.
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While we have taken a number of steps to bring our operations into compliance with these new mandates, in
the event we are unable to conform our operations and products to the requirements of HIPAA, we could be
subject to civil monetary penalties and/or criminal sanctions. In addition, delay in developing or failure to
develop products that would enable HIPAA compliance for our current and prospective customers could put us at
a significant disadvantage in the marketplace. Accordingly, the sale of our products could be harmed and our
business could be adversely affected by the implementation and enforcement of HIPAA regulations.

Changes in state and federal laws relating to confidentiality of patient medical records could limit eur
custemers’ ability to use our services.

Changes to state or federal laws could materially affect or restrict the ability of healthcare providers to
submit information from patient records using our products and services. Any such restrictions would inevitably
decrease the value of our applications to our customers, which could materially harm our business. The
confidentiality of patient records and the circumstances under which records may be released are already subject
to substantial regulation by state governments. Although compliance with these laws and regulations is
principally the responsibility of the healthcare provider under these current laws, statutes and regulations
governing patient confidentiality rights are evolving rapidly. In addition to the obligations being imposed at a
state level, legislation governing the dissemination of medical information is being passed at the federal level.
The legislation may require holders of this information to implement additional security measures, which could
entail substantial expenditures on our part. Consequently, the sale of our products could be harmed and our
business could be adversely affected.

Changes in the regulatory and economic environment in the healthcare industry could adversely affect our
business.

The healthcare industry is highly regulated and subject to changing political, economic and regulatory
influences. These factors affect the purchasing practices and operation of healthcare organizations. Changes in
current healthcare financing and reimbursement systems could require us to make unplanned enhancements of
applications or services, or result in delays or cancellations of orders. Federal and state legislatures periodically
consider programs to reform or amend the U.S. healthcare system. These programs may contain proposals to
increase governmental involvement in healthcare, lower reimbursement rates, or otherwise change the
environment in which healthcare industry participants operate. Healthcare industry participants may respond by
reducing their investments or postponing investment decisions, including investments in our applications and
services. As a consequence, our business could be adversely affected.

In addition to the adopted and proposed requirements under HIPAA, the FDA is vested with the
responsibility for ensuring the safety and efficacy of medical devices under the Federal Food, Drug and Cosmetic
Act. Computer applications and software are considered as medical devices for purposes of this Act and, as such,
are subject to regulation by the FDA when they are indicated, labeled or intended to be used in the diagnosis of
disease or other conditions or in the cure, mitigation, treatment or prevention of disease, or they are intended to
affect the structure or function of the body. We do not believe that any of our current information management
products or services are subject to FDA regulation as medical devices. However, the products that Trophy
currently manufacturers or has in developmental stages are subject to FDA clearance. Although we have obtained
the necessary clearances for all Trophy products that we currently sell, there are no assurances that any
information management or Trophy products developed by us in the future will be given clearance by FDA or
that additional regulations will not be adopted or current regulations amended in such a manner as to adversely
affect, delay or prevent the marketing and sale of our products, all of which could have a material adverse effect
on our business.
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We plarn to expand rapidly and we may be unable to manage our growth.

We intend to rapidly grow our business. However, we cannot be sure that we will successfully manage our
growth. In order to successfully manage our growth, we must: '

o expand and enhance our administrative infrastructure;

° improve our management, financial and information systems and controls;

e expand, train and manage our employees effectively; and

e successfully retain and recruit additional employees.

Continued growth could place a strain on our management, operations and financial resources. The same is
true about our recent Trophy acquisition and our ownership and operation of a substantial business and
manufacturing operation in France. Our business plan will also place additional demands on our sales, marketing,
information systems and administrative resources as we offer new applications, products and services and expand
our target markets and customers. We cannot assure you that our infrastructure, facilities and personnel will be

adequate to support our integration of the Trophy business, our future operations or to effectively adapt to future
growth. If we cannot manage our growth effectively, our business may be harmed.

We may have difficulty integrating acquisitions into our business.

We may from time to time acquire other companies or their businesses. As a result, we may be exposed to
several risks relating to integrating these additional businesses, including those risks listed below, any of which
may adversely affect our business or operating results and all of which also exist with respect to acquisitions
completed during fiscal 2002, including Trophy:

» inability to integrate new operations, products, services and personnel,
» diversion of resources from our existing business;
o failure in client communication and branding awareness;

° inability to generate revenues from new products and services sufficient to offset associated acquisition
costs;

o inability to maintain uniform standards, controls and policies;
= accounting issues that adversely affect our financial results;

o impairment of employee and customer relations as a result of any integration of new management
personnel;

o dilution to existing stockholders from the issuance of equity securities; and
o assumption of liabilities or other obligations associated with an acquired business.

We are dependent upon our executive officers and other key employees, and the loss of these personnel
could disrupt our growth.

Our success depends on the continued services and performance of our executive officers and key
employees both in the United States and in France and we cannot guarantee that we will be able to retain those
individuals. The loss of the services of one or more of our executive officers could seriously impair our ability to
continue to develop our product and service offerings, and manage and expand our businesses. We do not
maintain key person life insurance.
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If we are unabie to protect our intellectual property rights from third party challenges, it may significantly
impair our competitive positiomn.

Our success and ability to compete depend in part on our ability to protect our intellectual property rights,
which consist primarily of our software applications and Trophy digital technology. Any failure to adequately
protect our intellectual property rights could result in our competitors offering similar products or services, which
could impair our competitive advantage and decrease our revenues. To protect our intellectual property rights, we
rely primarily on a combination of copyright, patent, trademark, service mark and trade secret laws and
contractual confidentiality provisions in agreements with third parties. In addition, we expect our employees to
sign an agreement to comply with our corporate policies and procedures, including our policy regarding non-
disclosure of confidential information, but we may not have entered into these agreements in every case. These
contractual arrangements or the other steps we have taken to protect our intellectual property may not prove
sufficient to prevent illegal use of our proprietary information and technology or to deter independent third party
development of similar technologies. In addition, the laws of foreign countries in which we do or seek to do
business may not protect our proprietary rights to the same extent as do the laws of the United States.

Asserting, defending and maintaining our intellectual property rights could be difficuit and costly and
faflure to do so may diminish cur ability to compete effectively and may harm our operating results.

We may need to pursue lawsuits or legal action in the future to enforce and protect our intellectual property
rights, and to determine the validity and scope of the proprietary rights of others. If third parties prepare and file
applications for trademarks and domain names used or registered by us, we may oppose those applications and be
required to participate in proceedings to determine priority of rights to the trademarks and domain names.
Similarly, competitors may have filed applications for patents, may have received patents and may obtain
additional patents and proprietary rights relating to products or services that block or compete with ours. We may
have to participate in interference proceedings to determine the priority of invention and the right to a patent or
other proprietary right for the application or service. Litigation and interference proceedings, even if they are
successful, are expensive to pursue and are time consuming, and we could have to use a substantial amount of
our financial and technical personnel resources in either case.

We may face third-party claims alleging infringement of their intellectual property rights, which could
result in significant expense to us and loss of significant rights.

From time to time, third parties may assert patent, copyright, trademark and other intellectual property rights
to technologies that are used in and are important to our business. This risk may increase as the number of
entrants to our market increases and we improve the functionality of our applications and services, potentially
causing an overlap with the applications and services of other companies. Any claims against us or companies
with which we have business relationships, asserting that our applications or services infringe or may infringe
proprietary rights of third parties, whether with or without merit, could be time consuming, result in costly
litigation, divert the efforts of our technical and management personnel, and disrupt our relationships with our
customers or require us to enter into royalty or licensing agreements, any of which could have a negative impact
upon our operating results. Royalty or licensing agreements, if required, may not be available on terms
acceptable to us, if at all. If a claim against us is successful and we cannot obtain a license to the relevant
technology on acceptable terms, license a substitute technology, or redesign our applications or services to avoid
infringement, our business and financial results could be harmed.

We are dependent on partners/suppliers for delivery of EDI transactions, radiclogy products and other
products and services, and any inability or failure of these suppliers to perform in a timely and cost-

effective manner could negatively impact customer satisfaction and revenue.

We utilize various third party suppliers to provide our customers with EDI transactions, and other products
and services. We also rely on third party suppliers to provide certain components necessary to manufacture our
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radiology products. Although other vendors are available in the marketplace to provide most of these products
and services, it would take time to switch suppliers and the cost would likely be higher. If these suppliers were
unable to provide such products or perform such services or the quality of these products or services declined or
the cost increase, it could have a negative impact on customer satisfaction and ultimately result in a decrease in
our revenues.

Our systems may be vulnerable to security breaches and viruses.

The success of our strategy to offer our applications and services depends in part on the confidence of our
customers in our ability to securely transmit confidential information. Our systems and services rely on
encryption, authentication and other security technology licensed from third parties to achieve secure
transmission of confidential information. We may not be able to stop unauthorized attempts to gain access to or
disrupt the transmission of communications by our customers. Anyone who is able to circumvent our security
measures could misappropriate confidential user information or interrupt us, or our customers’ operations. In
addition, our applications and services may be vulnerable to viruses, physical or electronic break-ins, and similar
disruptions. Any failure to provide secure electronic communication services could result in a lack of trust by our
customers causing them to seek out other vendors, and/or, tarnish our reputation in the market, making it difficult
to obtain new customers.

Provisions of our certificate of incorperation, bylaws, shareholder rights plan and state law may
discourage takeovers that would otherwise be in the best interest of our stockholders.

Our certificate of incorporation, bylaws and shareholder rights plan contain provisions that may make more
difficult or expensive or otherwise discourage a tender offer, change in control or takeover attempt that is
opposed by our board of directors. In particular, our certificate of incorporation, bylaws and shareholder rights
plan include provisions that, among other things:

e classify our board of directors into three groups, so that stockholders generally elect only one-third of
the board each year;

«  permit stockholders to remove directors only for cause;

e permit a special stockholders’ meeting to be called only by the chairman of the board of directors, the
chief executive officer or a majority of the board of directors;

= require stockholders to give us advance notice to nominate candidates for election to our board of
directors or to make stockholder proposals at a stockholders’ meeting;

> permit our board of directors to issue, without stockholder approval, preferred stock with such terms as
the board may determine;

» require the vote of the holders of at least 66%73% of our voting shares for stockholder amendments to our
bylaws; and

» grant stockholders the option to acquire additional shares of our common stock at a significant discount
if a person acquires 15% or more of our stock without Board approval, or alternatively under certain
circumstances, shares of stock of the acquiring company.

In addition, Section 203 of the Delaware General Corporation Law provides certain restrictions on business
combinations between us and any party acquiring a 15% or greater interest in our voting stock other than in a
transaction approved by our board of directors and in certain cases by our stockholders. These provisions of our
certificate of incorporation and bylaws and Delaware law could discourage potential acquisition proposals and
could delay or prevent a change in control of PracticeWorks, even if our stockholders support such proposals.
These provisions could also make it more difficult for third parties to remove and replace the members of our
board of directors. Moreover, these provisions could diminish the opportunities for stockholders to participate in
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certain tender offers, including tender offers at prices above the then-current market value of our common stock,
and may also inhibit increases in the trading price of our common stock that could result from takeover attempts
or speculation.

QOur quarterly operating results may fluctuate and could fall below expectations of securities analysts and
investors, which could cause our stock price to fluctuate,

Cur revenues and operating results may vary significantly from quarter to quarter due to a number of factors
that are outside of our control. Some of these factors include:

o the rate of adoption of our new applications and services by new and existing customers;

° acceptance and adoption by dental providers of our digital imaging technology;

o changes in the adoption of Internet usage by healthcare providers;

o changes in customer purchasing patterns; and

o general economic conditions, including those specific to the healthcare information and radiology

technology markets.

In addition, the following factors that are within our control may cause our revenue and operating results to
vary significantly from quarter to quarter:

e costs of developing new applications and services;

° costs of integrating the Trophy acquisition and managing the Trophy radiology business;

o costs related to acquisitions of technologies or businesses;

e our success in establishing additional business relationships; and

= the timing and amount of sales and marketing expenditures.

Any change in one or more of these or other factors could cause our annual or quarterly operating results to
fluctuate. If our operating results do not meet market expectations, our stock price will likely decline.

Future sales of shares by existing stockholders could affect our stock price.

If our existing stockholders sell substantial amounts of our common stock in the public market or if there is
a perception that they may do so, the market price of our common stock could decline. As of December 31, 2002,
we have 17,547,589 shares of common stock outstanding, ail of which are freely tradable (subject to volume
limitation for those held by affiliates), except for approximately 970,000 shares which will not be freely tradable.
In addition, approximately 2.1 million shares are subject to outstanding options and warrants that may
immediately be exercised as of December 31, 2002, approximately 5.8 million shares are subject to options that
have been granted under our 2000 stock option plan and will become exercisable from time to time and
approximately 2.2 million shares are reserved for further issuance pursuant to this pian. All of these shares will
become available for sale immediately upon the exercise of those options.
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The market price of our common stock has been volatile and may continue to be volatile, and the value of
your investment may decline.

The market price of our common stock has been volatile in the past and may continue to be volatile in the
future. This volatility may cause precipitous drops in the price of our common stock on the Nasdaq National
Market. These drops may cause your investment in our common stock to lose significant value. The market price
is affected by:

o variations in our quarterly operating results;

o changes in financial estimates by securities analysts;

o changes in general conditions in the economy or the financial markets;

o other developments affecting us, our industry, clients or competitors; and

o the operating and stock price performance of companies that investors deem comparable to us.

This volatility has had a significant effect on the market prices of securities issued by many companies for
reasons unrelated to their operating performance. Therefore, we cannot predict the market price for our common
stock after the offering.

Tax requirements and indemnification obligations undertaken by us in connection with the spin-off
restrict our ability to issue new shares to finance acquisitions or raise capital, may delay or prevent
takeovers which would otherwise be in your best interest as a stockholder and may subject us te
substantial liability.

The spin-off was structured to qualify as a tax-free distribution under Section 355 of the Internal Revenue
Code. Tax-free treatment is conditioned on compliance with several requirements, the failure of which would
cause VitalWorks to recognize significant tax liabilities. We have generally agreed to indemnify VitalWorks
under certain circumstances to the extent any action or omission on our part contributes to a determination by the
Internal Revenue Service that the spin-off was not tax-free. This indemnification obligation, if triggered, could
therefore be substantial. In addition, under regulations that govern corporations filing a consolidated tax return,
each member of VitalWorks’ consolidated group, including us with respect to tax periods before the spin-off, is
jointly and severally liable for any tax liability incurred by VitalWorks prior to the spin-off or in connection with
it.

One of the conditions of Section 353 for tax free treatment of the spin-off provides that the spin-off would
be treated as a taxable transaction if one or more persons acquire directly or indirectly 50% or more of our or
VitalWorks’ stock, measured by stock or value, as part of a plan that is, or series of related transactions that are,
linked to the spin-off under the rules of Section 355. For this purpose, any acquisition of our stock within two
years before or after March 5, 2001 is presumed to be part of such a plan, although we may be able to rebut that
presumption on the basis that the acquisition is unrelated to the business reasons for the spin-off. If such an
acquisition of our stock results in the spin-off becoming taxable, under our indemnification agreement with
VitalWorks, we would be required to indemnify VitalWorks for the resulting tax, which could be substantial.
This obligation might discourage, delay, or prevent takeovers which would otherwise be in your best interest as a
stockholder. We have already consummated certain transactions involving issuance of our common stock. These
issuances, together with other issuances in the future, could result in a determination that there has been an
acquisition of 50% or greater interest in PracticeWorks in the four-year period. In addition to the potential for
significant tax liability, the restrictions and obligations related to the spin-off therefore limit our ability to issue
stock to finance acquisitions or raise capital, which could impact our growth and liquidity.
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FORWARD-LOOKING STATEMENTS

This report contains statements about future events and expectations which are characterized as forward-
looking statements. Forward-looking statements are based on management’s beliefs, assumptions and

expectations of our future economic performance, taking into account the information currently available to
them. These statements are not statements of historical fact. Forward-looking statements involve risks and
uncertainties that may cause our actual results, performance or financial condition to differ materially from the
expectations of future results, performance or financial condition we express or imply in any forward-looking
statements. Factors that could contribute to these differences include those discussed in “Risk Factors” above and
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in other sections of this report. The words “believe,” “may,” “will,” “should,” “anticipate,” “estimate,” “‘expect,”
“intend,” “objective,” “seek,” “strive” or similar words, or the negatives of these words, identify forward-looking
statements. We qualify any forward-looking statements entirely by these cautionary factors.

Item 2. Properties

Cur principal executive offices and primary business offices and operations facility are located in 74,000
square feet of leased space in one building in metropolitan Atlanta, Georgia. We hold that space under a long-
term lease agreement. Our Trophy manufacturing facility is located near Paris, France in 110,000 square feet of
leased space in one building. That space is held under a long-term lease that expires in 2005, and has favorable,
renewable three-year terms. We have additional small offices in leased spaces in Hunt Valley, Maryland,
Indianapolis, Indiana and Danbury, Connecticut, as well as in the United Kingdom, Sweden, Spain, Germany,
Italy, Japan, Belgium, Canada and Australia. The U.S. leases have expiration dates ranging from June 2002 to
December 2008. We believe that our facilities are adequate for our current operations and that additional leased
space can be obtained if needed.

Item 3. Legal Proceedings

From time to time, we are involved in various legal proceedings incident to the ordinary course of our
business. We are not a party to any legal proceedings that we believe to be material, and we are unaware of any
contemplated material actions against us. During the course of the Trophy acquisition, we became aware that
Trophy had conducted recalls and other corrective actions, and experienced product liability claims for generally
minor property damage and personal injury, with respect to purported failures of scissor arms in conventional
x-ray products manufactured by Trophy prior to 1998. While the recalls and corrective actions have generally
been completed, certain claims and legal proceedings related to such purported failures are ongoing and still
pending and the termination of the recalls and corrective actions do not preclude future product failures and
additional claims for property damage and/or personal injury. We maintain insurance coverage related to product
liability claims and, in connection with the Trophy acquisition, Trophy’s former parent agreed to indemnify us,
subject to certain limits and other conditions, for product liability claims related to scissor arms manufactured
prior to 1998. As a result, our management believes that neither pending nor future claims or legal proceedings
related to scissor arms manufactured prior to 1998 will have a material adverse effect on our financial condition,
liquidity or operating results.

Item 4. Submission of Matters to a Vote of Security Holders

No matters were submitted to a vote of our security holders during the last three months of the period of this
report.
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PART II

Item 5. Market for Registrant’s Common Equity and Related Stockholder Matters

On October 1, 2002, our common stock commenced trading on the Nasdaq National Market under the
trading symbol “PRWK.” Prior to October 1, 2002, our common stock traded on the American Stock Exchange.
The table below sets forth the range of high and low bid prices per share as reported by Nasdaq National Market
and the low and high sales prices of our common stock on the American Stock Exchange.

Price Range

Low High

Fiscal Year 2001

First Quarter ended March 31, 2001 . ... ... . i $ 425 % 835
Second Quarter ended June 30,2001 ... .. ... 4.90 8.43
Third Quarter ended September 30,2001 . ....... ... . ... . ... ..., 535 10.20
Fourth Quarter ended December 31,2001 ......... .. ... .. .. iiiiiiininn. 5.70  10.00
Fiscal Year 2002

First Quarter ended March 31,2002 ... ... ... . . i $ 896 $13.30
Second Quarter ended June 30,2002 ... ... 12.75 1940
Third Quarter ended September 30,2002 .. ... ... ... . .. ... 1250  18.65
Fourth Quarter ended December 31,2002 ...... ... .. . .. .. 450 17.50

The number of record holders of PracticeWorks, Inc. common stock as of March 1, 2003 was 1,407
(excluding individual participants in nominee security position listings).

Dividend Policies

Our dividend policy is set by our board of directors. We currently intend to retain all available funds and
any future earnings for use in the operation and expansion of our business and have not to date and do not
anticipate declaring or paying any cash dividends on our common stock in the foreseeable future. Any future
determination as to the declaration and payment of dividends will be at the discretion of our board of directors
and will depend on then existing conditions, including our financial condition, results of operations, contractual
restrictions, capital requirements, business prospects and other factors that our board of directors considers
relevant. Dividends on common stock may not be paid unless accumulated dividends on our series B convertible
redeemable preferred stock have been paid. In addition, our credit facility with Bank of America prohibits
payment of cash dividends on our common stock.

Holders of series B convertible redeemable preferred stock are entitled to receive cumulative dividends at an
annual rate of 6.0% of the liquidation preference when declared, payable quarterly in arrears. The initial
liquidation preference was $5.44 per preferred share. Dividend payments may be made in cash or shares of our
common stock. If a dividend is not declared and paid in full for any quarterly period, then the amount payable,
but not paid, will automatically be added to the liquidation preference of the shares and will no longer be
payable, but will be deemed paid.

Item 6. Selected Financial Data

You should read the following selected financial data in conjunction with “Management’s Discussion and
Analysis of Financial Condition and Results of Operations” and our audited consolidated financial statements as
of December 31, 2002 and 2001 and for each of the three years in the period ended December 31, 2002 and the
related notes appearing elsewhere in this annual report. The consolidated statement of operations data for the
year ended December 31, 2002 and the consolidated balance sheet as of December 31, 2002 are derived from,
and qualified by reference to, the consolidated financial statements included elsewhere in this annual report that

27




have been audited by Ernst & Young LLP, independent auditors. The consolidated statement of operations data
for each of the two years in the period ended December 31, 2001, and the consolidated balance sheet data as of
DBecember 31, 2001 are derived from, and qualified by reference to, the consolidated financial statements
included elsewhere in this annual report that have been audited by BDO Seidman, LLP, independent certified
public accountants. The consolidated statement of operations data for each of the two years in the period ended
December 31, 1999 and the consolidated balance sheet data as of December 31, 2000, 1999 and 1998 are derived
from, and qualified by reference to, the consolidated financial statements audited by BDO Seidman, LLP, not
included in this annual report. For all periods presented prior to March 5, 2001 we operated as a division of
VitalWorks. On March 5, 2001, VitalWorks completed the spin-off of all of the outstanding shares of
PracticeWorks common stock to VitalWorks stockholders.

From July 10, 1997 through December 31, 2000, VitalWorks completed 18 acquisitions that were attributed
to us in the spin-off. Subsequent to March 5, 2001 through December 31, 2002, we completed eight additional
acquisitions. During the second quarter of 2000 we introduced a subscription-based revenue model that was
different than the traditional license model we had offered historically. We are also developing new products,
applications and services, including digital radiography and cosmetic imaging which we began offering in 2002.
Further, in December 2002 we completed the acquisition of Trophy Radiologie SA, the world’s leading provider
of dental digital and conventional radiology equipment for dental practices. As a result, the financial information
included in this section may not be indicative of our future results of operations, financial position and cash
flows. In addition, this financial information may not reflect the financial results we would have achieved if we
had been a separate stand-alone entity during the periods prior to March 5, 2001.
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The financial statements for all periods presented give retroactive effect to poolings of interests treatment
for five acquisitions completed during 1999 attributed to us by VitalWorks in the spin-off and include the results
of operations for all purchase acquisitions attributed to us by VitalWorks from the respective acquisition date.

STATEMENT OF OPERATIONS DATA:

Revenues:
Recurring
Non-recurring

Total revenues
Operating expenses:

Purchasesforresale .......... ... ... i,

Selling, general and administrative
Research and development

Depreciation and amortization of other intangible
assets'
Purchased research and development (7)
Restructuring (benefit) charge (8)
Other non-recurring charges (8)
Gain on disposal of fixed assets

Total operating eXpenses . ...........cooveuunnnerenn.

Operating (loss) income
Other expenses:

Interest expense, net . ..........iiiiiiiniiin e,

Other interest expense—debt extinguishment costs (9)
Equity in loss of affiliate

Total other expen'ses

(Loss) income before incometaxes ...................

Provision. (benefit) for income taxes

Net (10SS) INCOME &+ o v oo e e e e e
Accrued, accretive and deemed preferred dividends . . . . ..

Net (loss) income available to common stockholders . ... ..

Per share data—basic and diluted:

Net (10SS) INCOMIE . ..o oot i e e et ee e
Accrued, accretive and deemed preferred dividends . . . . . .

Net (loss) income available to common stockholders . .. ..

OTHER DATA:
Cash flow from:
Operating activities

Financing activities

CONSOLIDATED BALANCE SHEET DATA:
Cash and cash equivalents
Working capital deficit
Totalassets ....... ... it
Long-term debt, less current portion . .. ...............
Convertible redeemable preferred stock .. .............
Total stockholders’ equity

Amortization of goodwill (6) ......................

.. 10,495
. $(17,600) $(35,316) $(29,440) $

Investing activities ... .......urner e,

Year Ended December 31,
2002(1) 2001(2) 2009(3) 1999(4) 1998(5)
(Dollars in thousands except per share data)

.. $55301 $42,292 $26361 $ 16,074 $ 15,662
.. 31,801 18,087 13,654 38517 27825
.. 87,102 60379 40015 54591 43,487
.. 16751 8932 5337 9654 9726
.. 52425 46819 38,895 28666 21,06
.. 3416 2241 3481 4185  3.537
— 22805 15823 2300 1,152
.. 7381 4580 1427 984 1,120
. 12263 — — — —
.. (225)  (136) 3,369 940 1,031
. 82 3511 3541 1961 6516
.. — — 636)  — —
.. 92,093 88,752 71,737 48,690 44,143
.. (4991) (28373) (31,722) 5,901 (656)
.. 1,038 2439 2,117 1,335 966
.. 889 — — 110 —
.. 89 — — — —
.. 2016 2439 2,117 1445 966
.. (7,007) (30,812) (33,839) 4,456 (1,622)
98 — (4399) 2.148 873
. (7,105) (30,812) (29,440) 2,308

(2,495)
4,504 — — —

2,308 $ (2,495)

.$ (048)% (336)$ (3.5DS 033§ (0.52)
.. (0.70) —

. % (118)% (3858% (3S5DHS

(0.49) — —

033 $ (0.52)

.. $11,346 $ (613) % (8,603)$ 5814 $ 2,258
.. (72,181)  (8,681) (26,970) (10,276) (15,575)
. 65,043 11,835 37,015 5,356 14,209
As of December 31,

2002 2001 2000 1999 1998

$ 11,028 $ 6,555 § 3979 $ 2,527 $ 1,633

(8,812) (11,122) (3,172) (1,190) (1,034)
185,909 91,293 68,522 57,842 37,098
33,921 20,258 20,239 9,614 14,769
4,570 34,203 — — —
85,692 9,354 29,829 32419 10,800
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During 2002, we completed four acquisitions accounted for as purchases.

During 2001, we completed four acquisitions accounted for as purchases.

During 2000, VitalWorks acquired six companies attributed to us and accounted for as purchases.

During 1999, VitalWorks acquired nine companies attributed to us, four of which were accounted for as
purchases and five of which were accounted for as poolings of interest.

During 1998, VitalWorks acquired one company attributed to us and accounted for as a purchase.

Effective January 1, 2002, we adopted a new accounting standard and ceased the amortization of goodwill
(see Note 10). During the fourth quarter of 1999, we changed the estimated useful life of goodwill from 15
years to a remaining life of three years. This change was applied prospectively from the fourth quarter of
1999.

During the year ended December 31, 2002, we recorded a $12.3 million charge related to the Trophy
acquisition. This one-time charge is an allocation of the purchase price to recognize the fair value of in-
process research and development for new products and modifications to existing products that have not
reached technological feasibility or were not ready for commercial production.

For the year ended December 31, 2002, we recorded a reduction in the restructuring accrual of $225,000
primarily as a result of negotiations to terminate the lease of a closed facility. For the year ended December
31, 2002, we recorded non-recurring charges of $82,000 related to the 2001 restructuring for costs not
eligible for accrual at the time the restructuring was announced. In October 2001, we recorded restructuring
costs of $808,000 associated with the consolidation of substantially all of our domestic operations into our
Atlanta facility and elimination of approximately 50 employees on a net basis. These costs were offset by a
$944,000 reduction in prior accrued restructuring costs relating to the renegotiation of terminated facility
leases and the reduction in severance payments resulting from the early departure of employees eligible to
receive these payments. For the year ended December 31, 2001, we incurred other non-recurring charges of
approximately $3.5 million related primarily to the spin-off. On August 1, 2000, we announced our 2000
restructuring plan that included the termination of approximately 145 employees resulting in severance and
other termination benefits of $1.7 million, and the closure and consolidation of 11 facilities resulting in
facility closure costs and other charges of $1.4 million. For the year ended December 31, 2000, restructuring
also included $816,000 related to the 1999 plan. Other non-recurring charges of $3.5 million consisted of
$1.4 million in charges related to the spin-off, principally professional service fees and $2.1 million other,
primarily impairment charges of approximately $1.5 million for a write-down of inventory related to our
decision to discontinue hardware sales and support in certain of our business lines and $500,000 for other
asset write-downs. For the year ended December 31, 1999, restructuring consisted of contingent
consideration of $700,000 related to acquired companies whose products were discontinued, charges for
asset write-downs of $97,000, facility closure costs of $95,000 and severance and other termination benefits
of $48,000. An additional $816,000 of costs related to the 1999 restructuring were recorded in 2000. These
costs consisted primarily of termination and other severance costs for employee terminations determined in
1999 but for whom the details were not communicated until 2000. For the year ended Deecember 31, 1999,
other non-recurring charges consisted of a write-off of capitalized software costs of $874,000, merger costs
of $659,000 related to the 1999 pooling acquisitions and $428,000 in compensatory stock awards related to
the accelerated vesting of a restricted stock award. For the year ended December 31, 1998, restructuring
consisted of $750,000 of contingent consideration related to acquired companies whose products were
discontinued and severance and other termination benefits of $281,000. Other non-recurring charges of
approximately $6.5 million related to contingently exercisable options of an acquired company.

During the year ended December 31, 2002, we recorded debt extinguishment costs of $889,000 related to
the early extinguishment of debt. During the year ended December 31, 1999, we recorded debt
extinguishment costs of $110,000. Historically this amount was presented as an extraordinary item net of
tax. In 2002, we reclassified to other expense to conform to current year presentation.
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(10) Effective January 1, 2002, we adopted a new accounting standard and ceased the amortization of goodwill.
Had this standard been applicable to the prior periods presented herein, amortization of goodwill would
have been reduced by $22.8 million, $15.8 million, $2.3 million, and $1.2 million for each of the four years
in the period ended December 31, 2001, respectively. The following table presents net (loss) income and net
(loss) income available to common stockholders together with applicable earnings per share information as
if the new accounting standard had been adopted as of the dates presented. Additionally, the table presents a
reconciliation of these adjusted amounts to the amounts previously reported.

Year Ended December 31,
2002 2001 2000 1999 1998
(In thousands, except per share data)
Net (loss) income, asreported . .............ooveinnn. $ (7,105) $(30,812) $(29,440) $2,308 $(2,495)
Goodwill amortization, netoftax ..................... — 22,805 10,791 1,507 737
Net (loss) income, as adjusted ....................... (7,105) (8,007) (18,649 3,815 (1,758)
Accrued, accretive and deemed preferred stock
dividends ......... ... . ... . . 10,495 4,504 — — —
Net (loss) income available to common stockholders, as
adjusted ... ... $(17,600) $(12,511) $(18,649) $3,815 $(1,758)
Per share data—basic and diluted, as adjusted
Net (loss) income, asreported ................... $ (048) $ (3.36) $ (3.51) $ 033 $ (0.52)
Goodwill amortization, netof tax ................. — 2.49 1.29 0.22 0.16
Net (loss) income, as adjusted ................... (0.48) (0.87) 222) 0.55 (0.36)
Accrued, accretive and deemed preferred stock
dividends .. ..ot (0.70) (0.49) — — —
Net (loss) income available to common stockholders,
asadjusted . ... ... $ 1.18) $ (1.36) $ (222) $ 055 $ (0.36)

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion and analysis should be read in conjunction with the “Selected Financial Data” and
the consolidated financial statements and related notes included elsewhere in this annual report. The following
discussion contains forward-looking statements that reflect our plans, estimates and beliefs. Our actual results
could differ materially from those discussed in these forward-looking statements. Factors that could cause or
contribute to such differences include, but are not limited to, those discussed below and elsewhere in this annual
report.

Overview

We provide software-based information technology systems for dentists, orthodontists and oral and
maxillofacial surgeons. Prior to March 5, 2001, we operated as a division of VitalWorks Inc. On March 5, 2001,
VitalWorks completed the pro rata distribution of all of the outstanding shares of PracticeWorks common stock
to VitalWorks stockholders. In addition, through our recently acquired Trophy subsidiary (discussed beiow), we
are the world’s leading manufacturer and distributor of radiology equipment for dental applications.

Acquisitions

A substantial part of our growth has been achieved through acquisitions. From July 10, 1997 through
December 31, 2000, VitalWorks completed 18 acquisitions that were attributed to us in the spin-off. Subsequent
to the spin-off we have completed eight acquisitions through 2002. Given the significant number of acquisitions
in each of the periods presented, the results of operations from period to period may not necessarily be
comparable.

On December 23, 2002, we completed the acquisition of Trex Medical France SA and its subsidiaries,
principally Trophy Radiologie SA (“Trophy™), the world’s leading provider of digital and conventional radiology
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equipment for dental practices. Trophy offers conventional x-ray generator equipment and industry leading
digital radiography systems to over 200,000 customers worldwide who are served by over 550 independent
distributors. Total consideration paid was $50.7 million in cash, which includes the agreed upon purchase price, a
net working capital adjustment and transaction costs and is net of acquired cash. The initial allocation of fair
values was based on a preliminary valuation of tangible and intangible assets, developed technologies, in-process
research and development charges, and total liabilities assumed. We recorded goodwill of $19.7 million. We also
recorded a one-time charge of $12.3 million to recognize the value of in-process research and development for
new products and modifications to existing products that had not reached technological feasibility, were not
ready for commercial production and have no future alternate use. Subsequent adjustments may be recorded upon
the completion of the valuation and the final determination of the purchase price allocation. Pursuant to the
purchase agreement we estimate a final payment of approximately $2.1 million for final working capital
adjustments which is payable during the first quarter of 2003 and is included in accounts payable in our
consolidated balance sheet.

During 2002, we completed three other acquisitions that were also accounted for as purchases. In connection
with these acquisitions, we paid cash consideration aggregating $11.3 million. The purchase price was allocated
based on a valuation of tangible and intangible assets, developed technologies and total liabilities assumed. We
recorded goodwill of approximately $6.7 million.

Cn March 7, 2001, we completed the acquisition of SoftDent, LLC, a practice management software
subsidiary of DENTSPLY International, Inc. (“DENTSPLY”). This subsidiary, also referred to as InfoSoft,
develops and provides dental practice management software systems, which we now market as our SoftDent®
software product. At the time of acquisition, InfoSoft was party to approximately 23 value added reseller, or
VAR, agreements. As of December 31, 2002, all of these agreements had expired or been terminated. We
acquired the support business of some of the former VARSs at the time their reseller agreements ended. The
estimated fair value of the total consideration, including acquisitions of certain business assets from VARs
through December 31, 2002, was approximately $27.1 million, represented by 32,000 shares of our series A
convertible redeemable preferred stock valued at $21.0 million (net of discount of $11.0 million), cash
consideration of $2.5 million, notes payable of approximately $2.4 million, and transaction costs of $1.2 million.
Of these amounts, approximately $1.5 million of the aggregate consideration was incurred in 2002, consisting of
cash consideration of $1.2 million and a note payable of approximately $300,000. We recorded total goodwill of
$25.6 million. The series A preferred stock was redeemed in June 2002.

During the second quarter of 2001, we completed two acquisitions that were also accounted for as
purchases. In connection with these acquisitions, we paid cash consideration aggregating $1.6 million, issued a
non-interest bearing note payable in the amount of approximately $600,000 and assumed net liabilities of
approximately $500,000. The purchase prices were allocated based on estimates of fair values to tangible and
intangible assets, developed technology and total liabilities assumed. We recorded goodwill of approximately
$2.9 million, inclusive of approximately $166,000 in transaction costs.

On August 8, 2001, we acquired all of the outstanding equity interests of Medical Dynamics, Inc., a dental
practice management company, for which the aggregate consideration was approximately $9.6 million
represented by approximately 222,000 shares of PracticeWorks common stock, 977,000 shares of PracticeWorks
series B convertible redeemable preferred stock, 888,000 shares of VitalWorks common stock and $19,000 in
cash. Additionally, we assumed $3.0 million in liabilities and incurred approximately $1.2 million in transaction
costs. The purchase price was allocated based on a valuation of fair values to tangible and intangible assets and
total liabilities assumed. We recorded goodwill of approximately $8.3 million. We have accounted for
VitalWorks’ issuance of its common stock as a capital contribution.

VitalWorks acquired six dental information technology companies that were accounted for as purchases
during the year ended December 31, 2000. The aggregate consideration for these acquisitions was $13.4 million
in cash and $2.4 million in VitalWorks common stock. Goodwill of approximately $15.7 million was recorded
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for these transactions. VitalWorks acquired four dental information technology companies that were accounted
for as purchases during the year ended December 31, 1999. The aggregate consideration for these acquisitions
was $8.3 million in cash and $2.0 million in VitalWorks common stock. Goodwill of $10.5 million was recorded
for these transactions. The 2000 and 1999 acquisitions were attributed to the Company in the spin-off.

Restructuring and Non-recurring Charges

Due to the significant number of acquisitions we have completed, we announced and implemented
restructuring plans in 2001 and 2000 to integrate and consolidate the acquired operations into our existing
facilities. We recorded the costs in accordance with Emerging Issues Task Force Issue (“EITF”) No. 94-3,
“Liability Recognition for Certain Employee Termination Benefits and Other Costs to Exit an Activity (including
Certain Costs Incurred in Restructuring).” Liabilities incurred as a result of exiting an activity of acquired
companies are recorded in accordance with the guidance of EITF 95-3, “Recognition of Liabilities in Connection
with a Purchase Business Combination.”

Significant Accounting Policies

We have three accounting policies we believe are significant to our financial condition and results of
operations that require judgments and estimates about matters. These policies are:

Revenue Recognition

We base our revenue recognition policies for sales of software on the provisions of the American Institute of
Certified Public Accountants’ Statement of Position (“SOP”) No. 97-2, “Software Revenue Recognition,” as
amended. Revenue from maintenance and support services and subscriptions, which typically have contract terms
varying from one to three years in length, is recognized ratably over the life of the contract. Revenue from
electronic services is recognized as the service is provided. Revenue from the sale of software licenses is
recognized when persuasive evidence of an arrangement exists; delivery has occurred or training has been
provided, whichever is later; fees are fixed or determinable; and collectibility is probable. Revenue from
hardware sales is recognized upon product shipment, terms of which are typically FOB shipping point. Revenue
from training and implementation services is recognized as the service is provided. Revenue from Trophy
equipment sales is recognized when no significant vendor obligation remains, title to the equipment passes
(depending on terms, either upon shipment or delivery), and the customer has the intent and ability to pay in
accordance with contract payment terms that are fixed and determinable. Gutside of the United States, Trophy
sells to a network of third party distributors. Revenue is recognized at the time of delivery to the distributor as
title passes and no right of return exists. Amounts received from customers in advance of product shipment or
service periods are recorded as deferred revenue.

Capitalized Costs of Computer Software io be Sold, Leased or Otherwise Marketed

Costs incurred, such as planning, designing, coding and testing, for computer software to be sold, leased or
otherwise marketed are expensed as incurred prior to establishing the technological feasibility of a product.
Technological feasibility is generally achieved when the detailed program design or a working model has been
completed. For the period between the establishment of technological feasibility and the time a product is
available for general release, such costs are capitalized. Capitalized software costs are amortized using the
straight-line method over the estimated lives of the related products (generally 48 months). Capitalized costs for
each project are reviewed periodically to determine that the estimated useful lives are appropriate and carrying
values are recoverable based on estimated future cash flows and revisions to estimated lives or impairment
charges are recorded as necessary.
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Goodwill and Other Intangible Assets

Goodwill represents the excess purchase price of net tangible and intangible assets acquired in business
combinations over their estimated fair value. In 2001, the Financial Accounting Standards Board (“FASB”)
issued Statement of Financial Accounting Standards (“SFAS”) No. 142, “Goodwill and Other Intangible Assets.”
SFAS No. 142 requires goodwill and other acquired intangible assets that have an indefinite useful life to no
longer be amortized; however, these assets must undergo an initial impairment test and be reviewed for
impairment at least annually thereafter. We adopted certain provisions of SFAS No. 142 effective July 1, 2001
and the remaining provisions effective January 1, 2002. Concurrent with the adoption effective January 1, 2002,
we performed the initial impairment test using an income approach, the results of which yielded no impairment.
We also completed the annual impairment test as of October 1, 2002 (the “Measurement Date™), the results of
which indicated that there was no impairment of goodwill and other acquired intangible assets as of the
Measurement Date. Additionally, no events have occurred subsequent to the Measurement Date that would
indicate impairment.

Segment and Market Information

SFAS No. 131 establishes standards for the way in which public companies are to disclose certain
information about operating segments in their financial reports. It also establishes standards for related
disclosures about products and services, geographic areas, and major customers.

We historically reported results from operations in two segments: recurring revenue and non-recurring
revenue. Concurrent with the adoption of SFAS No. 141 and No. 142, the completion of several acquisitions in
the United Kingdom in 2002 and the acquisition of Trophy in December 2002, we revised and restated the
segment reporting to more closely align with how our Chief Operating Decision Maker manages the Company.
The results from operations are now reported using three segments: Information Technology—United States
(“IT—United States”), Information Technology—International (“IT—International”) and Manufactured
Products. The IT—United States and IT-—International segments will include the operations of our historical
information management technology systems and related services including Trophy products sold by
PracticeWorks sales representatives, broken down by geographic region and the Manufactured Products segment
will include the worldwide operations of Trophy’s traditional and digital x-ray business, excluding sales made by
PracticeWorks sales representatives. The IT-International segment consists primarily of operations in the United
Kingdom and to a much lesser extent, Sweden. The Manufactured Products segment consists primarily of
operations in France.

Our Chief Operating Decision Maker evaluates performance based on measures of segment revenues and
operating results.
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Information about our operations by operating segment is as follows (in thousands):

Year Ended December 31,
2002 2001 2000
IT—United States:
REVEIUES ..\ttt it et et et e e e $ 76,046 $ 55,199 $ 38,096
Net Income (10SS) . o vttt ittt et et e e e 4,573  (29,651) (28,109)
Goodwill ......... i e 48,174 42,932 32,877
Long-lived assets . ...ttt 82,864 72,123 50,179
TOtal ASSEES . o i it e e e 98,996 86,219 64,478
IT—International:
ReVENUES ... o $ 9,647 % 5,18 $ 1919
Netincome (loss) ................. e e e 514 (1,161) (1,331)
Goodwill ... e e e 9,093 2,480 2,800
Long-lived asSets .. ...ttt 13,977 2,814 3,061
TOtal ASSEtS .t e e e e e 17,914 5,074 4,044
Manufactured Products:
REVEMUES .\ttt e et e e $ 1409 $§ — § —
N LOSS .t ottt e e (12,192) — —_
Goodwill ... e 20,933 — —
Long-lived @ssets . ... 43,858 — —
Total ASSELS .ottt e e 68,999 — —
Totals:
REVENUES . ... $ 87,102 $60,379 $ 40,015
Nt oSS ot e e (7,105) (30,812) (29,440)
Goodwill ... e e 78,200 45,412 35,677
Long-lived assets ... ..ottt e e 140,699 74,937 53,240
TOtal ASSEES . ot e e e 185,909 91,293 68,522
Consoclidated Results of Operations
Year Ended December 31, 2002 Compared To Year Ended December 31, 2001
Revenues (In thousands)
Year Ended Year Ended
December 31, Percent December 31, Percent Dollar Percent
2002 of total 2001 of total change change
Recurring . ... $55,301 63.5% $42,292 70.0% $13,009 30.8%
Non-recurring ............ovviivvnnen... 31,801 36.5 18,087 300 13,714 758
Total .. .o $87,102 100.0% $60,379 100.0% $26,723 443

Total Revenues. Total revenues for the year ended December 31, 2002 increased as a result of organic
growth of $19.1 million and revenues of $7.6 million attributable to acquisitions.

Recurring Revenue. Recurring revenue is derived from contractual arrangements for maintenance and
support services and subscriptions to our information management software and related support and from
electronic services. Recurring revenue for the year ended December 31, 2002 increased primarily as a result of
increased electronic services revenue of $6.1 million, increased subscription revenue of $3.5 million and
increased maintenance revenue of $3.5 million. The increases in subscriptions and electronic services revenue for
the year ended December 31, 2002 are largely volume related and include the effects of increased numbers of
upgrade and new customers entering into subscription agreements and the expansion of electronic services
offered to existing customers. The increase in maintenance revenue is largely acquisition related. Recurring
revenue as a percentage of total revenue is expected to decrease as a direct result of the acquisition of Trophy
where “one-time” sales are the norm; however, it is expected to continue to grow in absolute terms as we market
subscription pricing options for all of our information management products.
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Non-recurring Revenue. Non-recurring revenue includes one-time sales of licenses and systems, and fees
for training and implementation services. Non-recurring revenue for the year ended December 31,2002 increased
primarily as a result of an increase in hardware revenue of $9.4 million, increased software revenue of $2.9

million, and increased training and implementation revenue of $1.4 million. Increased hardware revenue is
attributable primarily to our new digital radiology product offerings, including the results of the Trophy
acquisition for eight days in December. The increases in software revenue and our training and implementation
revenue are attributable to growth in our basic business as existing and new customers avail themselves of our
new product offerings and continue to implement our core practice management applications.

Costs and Expenses (In thousands)

Year Ended Year Ended

December 31, Percent December 31, Percent Dollar Percent
2002 of sales 2001 of sales change change
Purchasesforresale ..................... $16,751 192% $ 8,932 14.8% $ 7,819 87.5%
Selling, general and administrative ......... 52,425 60.2 46,819 77.5 5,606 12.0
Research and development ... ............. 3,416 3.9 2,241 3.7 1,175 52.4
Amortization of goodwill . .............. .. — — 22,805 37.8 (22,805) (100.0)
Depreciation and amortization of other
intangible assets ........... ... ...... .. 7,381 8.5 4,580 7.6 2,801 61.2
Purchased research and development . .. ... .. 12,263 14.1 — 12,263  100.0
Restructuring benefit .................... (225) 0.3) (136) 0.2) 89 654
Other non-recurring charges .............. 82 01 3,511 5.8 3,429) (91.7)
Interest eXpense ............oivieenini.n 1,429 1.6 - 2,439 4.0 (1,010) (41.4)
Other interest expense—debt extinguishment
COSES vttt 889 1.0 — — 889  100.0
Equity in loss of affiliate ................. 39 0.1 - — 89 100.0
Provision for income taxes ... ............. 98 0.1 — — 98 100.0

Purchases for Resale. Purchases for resale include costs of processing, forms and postage for EDI claims
and statements and other electronic services, purchases of hardware, outsourced hardware maintenance, third-
party software and other items for resale in connection with the sales of new systems and software and the
production costs of Trophy products. Purchases for resale for the year ended December 31, 2002, compared to
the year ended December 31, 2001, increased primarily due to increased costs related to new digital radiology
product offerings. As a percentage of sales, purchases for resale increased primarily as a result of the change in
revenue mix reflecting our new digital radiology product offerings and the growth in electronic services which
are lower margin products as compared to our subscription and license-based offerings.

Selling, General and Administrative, or SG&A. SG&A expense includes salaries and benefits, product
maintenance and support, variable commissions and bonuses, marketing, travel, communications, facilities,
insurance and other administrative expenses. SG&A expense excludes research and development, depreciation
and amortization, restructuring and other non-recurring charges. SG&A expense for the year ended December 31,
2002, as compared to the year ended December 31, 2001, increased to support a 44% increase in revenue.
Principal components of the increase were personnel costs of $3.4 million and facility costs of $343,000, both
attributable primarily to acquisitions, net of restructuring efforts, and $477,000 related to the eight days of
Trophy’s operations. We also incurred increased marketing and advertising costs of $1.1 million related in part to
the expansion of the PracticeWorks branding campaign, new product introductions and increased attendance at
industry trade shows. Bank charges increased $597,000 attributable to increased levels of customer credit card
billings, offset by a decrease in bad debt expense of $1.1 million due to improved cash collections and accounts
receivable management. VAR commission expense decreased $204.000 as a result of reductions in the reseller
network. '
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Research and Development. Research and development expense consists primarily of salaries and
benefits, supplies, facilities and other administrative expenses associated with ongoing programs that have not
yet reached technological feasibility. These programs focus on advancing our core practice management and
other technologies, developing new products and enhancing the quality and performance of our classic products.
Research and development expense increased for the year ended December 31, 2002, compared to 2001,
primarily due to an increase in the number of supported products resulting from acquisitions.

Excluding acquired capitalized software, software costs capitalized totaled $1.7 million and $2.0 million for
the year ended December 31, 2002 and 2001, respectively. We capitalize development costs incurred from the
time a new product reaches technological feasibility until it is available for general release. The change in
capitalized costs in 2002 compared to 2001 reflect the changes in the number of supported products and the state
of development of a variety of projects, including new electronic services applications and major upgrade
versions of several practice management applications that are part of our core product offerings. We believe our
current research and development expenditures will remain consistent for 2003 and will enable us to provide the
technological and design innovation required to maintain our existing market position and develop new
technologies.

Amortization of Goodwill. In connection with the full adoption of SFAS No. 142 effective January 1,
2002, we ceased amortizing goodwill.

Depreciation and Amortization of Other Intangible Assets. Depreciation and amortization of other
intangibles increased for the year ended December 31, 2002, compared to the year ended December 31, 2001,
due principally to increases of $2.1 million in amortization of acquired technology, capitalized software
development costs and other intangibles, and increases of $715,000 in depreciation of acquired and purchased
fixed assets.

Purchased Research and Development. During the year ended December 31, 2002, we recorded a $12.3
million charge related to the Trophy acquisition. This one-time charge is an allocation of the purchase price to
recognize the fair value of in-process research and development for new products and modifications to existing
products that have not reached technological feasibilty or were not ready for commercial production.

Restructuring. During the year ended December 31, 2002, we recorded a reduction through earnings to the
restructuring accrual of approximately $225,000 related primarily to the negotiation of termination of the lease of
a closed facility. During the year ended December 31, 2001 we recorded costs of $808,000 associated with the
2001 restructuring plan entered into to consolidate substantially all of our domestic operations into our Atlanta
facility and to eliminate approximately 50 employees on a net basis. These costs were offset by a $944,000
reduction through earnings in the 2000 restructuring plan’s accrued costs relating to the renegotiation of
terminated facility leases and the reduction in severance payments resulting from the early departure of
employees eligible to receive these payments.

Other Non-recurring Charges. During the year ended December 31, 2002, we incurred $82,000 in non-
recurring charges that were related to the 2001 restructuring plan but were not accruable at that time. During the
year ended December 31, 2001, we incurred $3.5 million in non-recurring charges relating primarily to
professional fees, printing and similar costs in connection with the completion of the spin-off from VitalWorks.

Interest Expense. Interest expense for the year ended December 31, 2002 decreased in comparison to 2001
principally due to the repayment of our credit facility, with FINOV A Capital Corporation (“FINOVA”) in June
2002.

Debt Extinguishment Costs.  Using proceeds from our public offering in June 2002, we repaid all of the
outstanding amounts under our FINOVA credit facility. As a result, we recorded a charge of $889,000 to write
off the unamortized balance of the deferred loan costs.
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Equity in Loss of Affiliate. During the year ended December 31, 2002, we recognized an $89,000 charge
for our ownership interest in the loss from the net operations of PracticeWares.

Provision (Benefit) for Income Taxes. For the year ended December 31, 2002, the provision for income
taxes relates to income of our foreign businesses. For the year ended December 31, 2002, we generated domestic
pre-tax income for financial reporting purposes of approximately $4.7 million and domestic net operating losses
(“NOLs”) for tax purposes of approximately $1.0 million. Our foreign taxes relate primarily to operations in
France where the effective rate is approximately 36%. The financial reporting losses differ from the losses for tax
purposes primarily due to non-deductible, in-process research and development charges, book versus tax
differences in goodwill amortization, and other temporary differences. Similarly, the effective income tax rate
differed from the statutory rate due to the effect of non-deductible, in-process research and development charges,
state taxes and the recognition of a valuation allowance. Since the spin-off, we have generated approximately
$14.2 million in demestic net operating losses that will be available to offset any future domestic taxable income
we may generate, excluding $1.5 million in tax deductions related to stock option exercises the tax effect of
which will be reflected as a credit to additional paid in capital when realized. These NOLs will expire at various
dates beginning in 2021. In connection with the Medical Dynamics acquisition completed in August 2001, we
acquired NOL carryforwards totaling approximately $24.0 million that expire at various dates through 2020.
These NOL carryforwards are subject to limitations resulting from the change in ownership provisions included
in the federal tax code. We applied the limitation provisions and estimate that approximately $13.5 million of
these NOL carryforwards could be utilized to offset future taxable income. The total of all these NOL
carryforwards create a gross deferred tax asset of approximately $10.2 million before valuation allowance.

We reported deferred tax assets at December 31, 2002 of approximately $6.6 million and long-term deferred
tax liabilities of $7.0 million. The deferred tax assets consist of gross NOLs of $10.2 million and temporary
differences of $5.4 million. As of December 31, 2002, we have recorded a valuation allowance of $9.0 million to
reduce our deferred tax assets to the amount that we believe is more likely than not to be realized. We have
prepared projections that indicate that our NOLs would be absorbed prior to their expiration. However, we have
not recorded the benefit of the NOL utilization in the financial statements because projections over multiple years
are inherently imprecise. Management believes that it is more likely than not that the recorded deferred tax assets
will be realized based on our financial projections, sales backlog, historic quarter over quarter operational
improvements in 2001 and 2002, and available tax strategies. These factors indicate we will generate taxable
income within the next one to two years sufficient to realize the tax benefits represented by these future
deductible temporary differences.

Net Loss.  As aresult of the foregoing, we had a net loss of $7.1 million for the year ended December 31,
2002, and a net loss of $30.8 million for the year ended December 31, 2001.

Accrued and Accretive Dividends on Preferred Stock. For the year ended December 31, 2002, we recorded
accrued and accretive dividends related to the series A convertible redeemable preferred stock of $1.9 million to
recognize the 6.5% dividend and amortization of the $11.0 million estimated valuation discount, as compared to
$3.5 million for the year ended December 31, 2001. Additionally, during the second quarter of 2002 we recorded
a deemed dividend charge of $7.6 million as a result of the redemption of all of our series A convertible
redeemable preferred stock. For the year ended December 31, 2002, we recorded accrued and accretive dividends
of $624,000 related to the series B convertible redeemable preferred stock, as compared to $245,000 for the year
ended December 31, 2001. The series B convertible redeemable preferred stock was outstanding for
approximately five months during the year ended December 31, 2001. For the year ended December 31, 2002,
we recorded accretive dividends of $308,000 related to the series C convertible redeemable preferred stock, as
compared to $767,000 for the year ended December 31, 2001. The series A and series C convertible redeemable
preferred stock were each outstanding for approximately ten months during the year ended December 31, 2001
and approximately six months during the year ended December 31, 2002.
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Year Ended December 31, 2001 Compared to Year ended December 31, 2000

Revenues (In thousands)

Year Ended Year Ended
December 31, Percent December 31, Percent Dollar Perecent
. 2061 of total 2000 of total change change
Recurring ........ ... ... .. . L $42.292 70.0% $26,361 65.9% $15,931 60.4%
NON-TECUITING . .. v vt et e et e 18,087 30.0 13,654 34.1 4433 22
TOtal . oo $60,379 100.0% $40,015 100.0% $20,364  50.9

Total Revenues. Total revenues for the year ended December 31, 2001 increased as a result of organic
growth of $7.3 million and $13.1 million attributable to acquisitions, consisting primarily of $9.3 million
attributable to the InfoSoft acquisition completed in the first quarter of 2001.

Recurring Revenue. Recurring revenue for the year ended December 31, 2001 increased primarily as a
result of increased electronic services revenue of $9.6 million, of which $5.8 million is attributable to
acquisitions, organic growth in subscription revenue of $3.0 million, and growth in maintenance revenue of $3.3
million attributable primarily to acquisitions. The increases in subscriptions and electronic services revenue is
largely volume related and includes the effects of increased numbers of upgrade and new customers entering into
subscription agreements as well as the expansion of electronic services offered to existing customers.

Non-recurring Revenue. Non-recurring revenue for the year ended December 31, 2001 increased as a
result of a $2.7 million increase in training and implementation revenue, increased software sales of $1.8 million,
and a $607,000 increase in other revenue, offset by a decrease in hardware revenue of $711,000. Increased
training and implementation revenue is attributable to growth in our basic business as existing and new
customers implemented our core practice management applications, primarily by subscription. Increases in net
software sales are substantially attributable to acquisitions. The increase in software sales generated by
acquisitions was offset by a reduction in software sales in our information management business, which together
with the reduction in hardware sales, is the expected result of lower unit sales of one-time licenses and systems as
we transitioned to subscription pricing for the majority of our information management products. The decrease in
hardware revenue was the anticipated result of our decision not to offer hardware sales in certain business lines
and to refer hardware sales to third party suppliers in exchange for a referral fee.

Costs and Expenses (In thousands)

Year Ended Year Ended
December 31, Percent December 31, Percent Dollar Percent
2001 of sales 2000 of sales change change

Purchases forvesale ...................... $ 8,932 148% $ 5,337 13.3% $ 3,595 67.4%
Selling, general and administrative .......... 46,819 77.5 38,895 97.2 7,924 20.4
Research and development ................ 2,241 3.7 3,481 8.7 (1,240) (35.6)
Depreciation and amortization ............. 27,385 45.4 17,250 43.1 10,135 58.8
Restructuring (benefit) charge .............. (136) 0.2) 3,869 9.7 (4,005) (103.5)
Other non-recurring charges ............... 3,511 5.8 3,541 8.8 30) 0.8)
Interestexpense .............. ... ... 2,439 4.0 2,117 5.3 322 15.2
Provision for (benefit from) income taxes .... — — (4,399) (11.0) 4,399 (100.0)

Purchases for Resale. Purchases for resale for the year ended December 31, 2001, compared to the year
ended December 31, 2000, increased in the aggregate due to the growth in electronic services, principally related
to acquisitions, offset by reduced hardware costs attributable to fewer hardware units sold in certain business
lines. As a percentage of sales, purchases for resale increased compared with the prior year principally due to
changes in the sales mix resulting from the reduced level of one-time software licenses and the increased level of
EDI transactions.
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Selling, General and Administrative, or SG&A. SG&A expense for the year ended December 31, 2001,
compared to the year ended December 31, 2000, increased primarily as a result of the InfoSoft acquisition,
completed in the first quarter of 2001, and the smaller acquisitions completed in the second and third quarters of
2001. Excluding the effects of these acquisitions, SG&A expense decreased by $445,000 for the year ended
December 31, 2001 compared to the year ended December 31, 2000 due principally to the net effect of payroll
and facilities cost reductions resulting from the August 2000 restructuring.

Research and Development. Research and development expense decreased for the year ended December
31, 2001, compared to the year ended December 31, 2000, primarily due to a higher proportion of software
development costs qualifying for capitalization and, to a lesser extent, cost reductions from restructuring efforts.
Excluding acquired capitalized software costs, software costs capitalized for the year ended December 31, 2001
totaled $2.0 million as compared to $835,000 of software costs capitalized for the year ended December 31,
2000. The higher level of capitalized costs in 2001 compared to 2000 reflects the state of development of a
variety of projects, including new electronic services applications and major upgrade versions of several practice
management applications that are part of our core product offerings that were released during 2002.

Depreciation and Amortization. Depreciation and amortization expense increased for the year ended
December 31, 2001, compared to the year ended December 31, 2000, due to the additional goodwill amortization
expense from acquisitions, principally InfoSoft. Goodwill amortization expense for the year ended December 31,
2001 was $22.8 million, compared to $15.8 million for the year ended December 31, 2000. In addition,
depreciation expense of $560,000 was recorded during 2001 related to additional assets that were attributed to us
in the spin-off. The remainder of depreciation and amortization expense related to depreciation of fixed asset
additions and amortization of additional capitalized software development costs.

Restructuring. During the year ended December 31, 2001, we recorded costs of $808,000 associated with
the 2001 restructuring plan entered into to consolidate substantially all of our domestic operations into our
Atlanta facility and to eliminate approximately 50 employees on a net basis. The closed facilities had operating
leases with various expiration dates through 2005. The severance and termination costs were substantially paid in
the first half of 2002. Approximately $1.5 million to $2.0 million in annual savings were expected to be realized
beginning in the second quarter of 2002 as a result of the restructuring plan. These costs were offset by a
$944,000 reduction through earnings in the 2000 plan’s accrued restructuring costs relating to the renegotiation
of terminated facility leases and the reduction in severance payments resulting from the early departure of
employees eligible to receive these payments. During the year ended December 31, 2000, we incurred
restructuring charges of $3.9 million, consisting of $1.7 million related to compensation costs for terminated
employees, $1.4 million for terminated facility and other costs and $816,000 related to the 1999 plan, principally
severance payments,

Other Non-recurring Charges. During the year ended December 31, 2001, we incurred $3.5 million in
non-recurring charges relating primarily to professional fees, printing and similar costs in connection with the
completion of the spin-off from VitalWorks. During the year ended December 31, 2000, we recorded non-
recurring charges of $3.5 million, consisting primarily of $1.5 million related to inventory impairment, $1.4
million for charges related to the spin-off and $500,000 related to assets that were abandoned in the 2000
restructuring.

Interest Expense. Interest expense for the year ended December 31, 2001 increased slightly in comparison
to the same period of 2000 principally related to increased borrowings associated with acquisitions, the
amortization of loan costs incurred due to the spin-off and scheduled increases in the interest rate margin on the
FINOVA credit facility, offset somewhat by the downward trend in short-term interest rates during 2001.

Income Taxes. For the year ended December 31, 2001, we generated pre-tax losses for financial reporting
purposes of approximately $30.8 million and NOLs for tax purposes of approximately $16.7 million. The

financial reporting losses differ from the losses for tax purposes primarily due to book versus tax differences in
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goodwill amortization, including non-deductible amounts. Similarly, the effective income tax rate differed from
the statutory rate due to the effect of non-deductible goodwill amortization, state taxes and the recognition of a
valuation allowance. For tax purposes approximately $3.5 million of these NOLs were generated prior to the
spin-off and remained with VitalWorks. The remaining $13.2 million of these losses for tax purposes generated
subsequent to the spin-off are attributable to us, will be available to offset any future taxable income we generate
and will expire in 2021. In connection with the Medical Dynamics acquisition, we acquired NOL carryforwards
totaling approximately $24.0 million that expire at various dates through 2020. These NOL carryforwards are
subject to limitations resulting from the change in ownership provisions included in the federal tax code. We
applied the limitation provisions and now estimate that approximately $13.5 million of these NOL carryforwards
could be utilized to offset future taxable income. Additionally, certain of the assets and liabilities transferred to
us in the spin-off had temporary differences between their book and tax bases that carried over to us.

We reported net deferred tax assets at December 31, 2001 of approximately $5.4 million consisting of
deferred tax assets relating to temporary differences and NOLs, net of a valuation allowance. We recorded a
valuation allowance to reduce the total deferred tax assets to the amount that we believe is more likely than not to
be realized. Future realization of the deferred tax asset related to the NOL of Medical Dynamics will reduce
goodwill and other intangible assets arising from the acquisition since it is fully reserved. We have prepared
projections that indicate that our NOLs would be absorbed prior to their expiration. However, we have not
recorded the benefit of the NOL utilization in the financial statements since projections over multiple years are
inherently imprecise. Management believes that it is more likely than not that the recorded deferred tax assets
will be realized based on our financial projections, sales backlog, continued quarter over quarter operational
improvements across all business lines for each of the fiscal quarters of 2001, and available tax strategies. These
factors indicate we will generate taxable income within the next one to two years sufficient to realize the tax
benefits represented by these future deductible temporary differences.

Net Loss.  As a result of the foregoing, we had a net loss of $30.8 million for the year ended December 31,
2001, and a net loss of $29.4 million for the year ended December 31, 2000.

Accrued and Accretive Dividends on Preferred Stock.  For the year ended December 31, 2001, we recorded
accrued and accretive dividends related to the series A convertible redeemable preferred stock of $3.5 million to
recognize accrual of the 6.5% dividend and amortization of the $11.0 million estimated valuation discount. We
also recorded accrued and accretive dividends of $245,000 to recognize accrual of the 6.0% dividend and
amortization of the $1.5 million estimated valuation discount for the series B convertible redeemable preferred
stock. In addition, we recorded accretive dividends of $767,000 related to the series C convertible redeemable
preferred stock. There were no preferred instruments outstanding in 2000.

Liguidity and Capital Resources
Our principal capital requirements have been to fund:
°  acquisitions;
s working capital;
o capital expenditures for furniture, fixtures and equipment; and
= software development costs.

At December 31, 2002, we had total cash and cash equivalents of $11.0 million and a working capital deficit
of $8.8 million (including the effect of deferred revenue and customer deposits of $14.6 million).

Net cash provided by operating activities was $11.3 million in 2002, an improvement from $613,000 used in
2001, and $8.6 million used in 2000. The significant increase in operating cash flow for 2002 from 2001 is a
representation of the operating leverage of our business model. The net cash used by operating activities for 2001
includes cash payments of $2.7 million for costs related to our spin-off.
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The decrease in cash used in operations between 2001 and 2000 results from the shift to subscription based
pricing for our information management products, the resulting significant growth in the percentage of our
revenue which is recurring in nature, operating savings accomplished through successful integration of the
completed acquisitions in each of the three years, and increased customer deposits and deferred revenue from the
growth of our business. In addition, cash flow has been assisted by the increasing number of recurring
transactions that are paid by credit card or automatic bank draft and from continued improvement in our accounts
receivable collection effort, as evidenced by the significant decrease in day’s sales outstanding from 72 in 2000

to 33 in 2001 to 32 in 2002, excluding the effects of the Trophy acquisition. We expect day’s sales outstanding to
increase to between 45 and 50 days as a direct result of the acquisition of Trophy and the traditional longer
payment habits of customers located outside of the U.S. We expect to generate between $25 million and $30
million in operating cash flow for 2003 and expect to continue to benefit from the utilization of net operating
losses to offset approximately $16 million of taxable income during 2003.

For each of the three years ended December 31, 2002 the majority of our cash used for investing has been
tor acquisitions. During 2002, we acquired a minority interest in PracticeWares for $1.0 million in cash and
loaned this affiliate $3.5 million, comprised of a long term note of $3 million and a short term note due in 2003
of $500,000. We expect to be repaid a portion of these loans once PracticeWares enters into a financing
arrangement with a senior lender. The remainder of our investing activities have consisted of capital expenditures
for equipment, software development and other intangibles. We expect to incur capital expenditures of $4.0
million in 2003 related to property and equipment and $1.5 million for capitalized software, and we plan to fund
these additions from operating cash flows.

During 2002 our financing activities consisted principally of the sale of the our common stock, the use of
the proceeds to repay our long-term debt and redeem our series A preferred stock and borrowings to complete the
Trophy acquisition. During 2001 our financing activities consisted of the sale of our common stock and preferred
stock the proceeds of which were used to fund our acquisitions and operations. During 2000 our financing
activities consisted of borrowings attributed to us and cash advances from VitalWorks to complete acquisitions
attributed to us in the spin-off.

During 2001 Trophy initiated a recall on certain of its products related to defective scissor arms. In
connection with the acquisition we received indemnifications from Trophy’s former parent for product liability
claims related to the defective scissor arms. We believe these indemnifications are adequate, and we do not
believe that any pending or future claims will have a material impact on our financial condition, operating results
or liquidity.

Credit Facilities

To finance the acquisition of Trophy we entered into a $45 million credit agreement with Bank of America
consisting of a $30 million term loan and a $15 million revolver, subject to availability based on inventory and
accounts receivable. As of December 31, 2002, $30 million was outstanding under the term loan and $9 million
was outstanding under the revolver. The credit agreement has a three-year term and matures on December 23,
2005 and is collateralized by substantially all of the Company’s real and personal property, 100% of the capital
stock of the Company’s domestic subsidiaries and 65% of the capital stock of the Company’s foreign
subsidiaries. Principal and interest payments under the term loan are due quarterly beginning March 31, 2003.
The revolver requires quarterly interest-only payments beginning March 31, 2003, with any outstanding balance
due at maturity. The credit agreement contains certain restrictions and covenants, none of which are expected to
materially affect our operations or ability to borrow under the facility. Interest is calculated on outstanding
amounts under the credit agreement based on either (1) the higher of the federal funds rate plus ¥2 of 1% or (2)
the prime rate or LIBOR, plus an applicable spread. We select the functional interest rate and at December 31,
2002, the effective rate was LIBOR plus 400 basis points or, 5.42 %. We are also required to pay a quarterly
commitment fee for any availability under the revolver at a rate .5% to .75%, depending on the achievement of
certain financial performance criteria. During March 2003, as required by the credit agreement, we entered into a
hedge arrangement whereby we fixed the base rate related to $15 million of the term note. The base fixed rate
will be 1.85% for the remaining term of the credit agreement for that portion of the term note. After June 30,
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2003, we have the possibility of lowering the applicable spread applied to the functional interest rate by meeting
certain financial performance criteria. As of December 31, 2002, $6 million was available to borrow under the
facility.

In connection with the spin-off, we entered into a credit facility with FINOVA under which we incurred
approximately $21.7 million of indebtedness to repay VitalWorks’ long-term indebtedness relating to our
business. During 2002 we used $21.7 million, primarily from proceeds from the public offering of our stock, to
repay all of the outstanding principal and interest related to this facility. The facility was then terminated.

In connection with the spin-off, on March 6, 2001, we entered into an equity line agreement with Crescent
International Ltd. (“Crescent”) allowing us to issue and sell, and requiring Crescent to purchase, upon our
request, shares of our common stock for consideration of up to $35.0 million (minus applicable fees and
expenses). This agreement was cancelled in December 2001.

Preferred Stock and Commen Stock Issuances

On November 5, 2002, the Board of Directors adopted a stockholder rights plan and declared a dividend of
one preferred stock purchase right (a “Right”) for each outstanding share of our common stock. The dividend
was payable on November 18, 2002 to the stockholders of record on that date. Initially, each Right would entitle
its holder to purchase 1/100t of a share of our newly designated series D participating cumulative preferred stock
at an exercise price of $40. If a person acquires 15% or more of our common stock in a transaction that was not
approved by the Board, each right, other than those owned by the acquiring person, would instead entitle the
holder to purchase $80 worth of our common stock for the $40 exercise price. Under certain circumstances in
connection with tender offers and other acquisitions of the Company that are not approved by the Board of
Directors, the Rights may be exercised to acquire shares of the acquiring person at half the acquisition purchase
price. The rights will expire on November 6, 2012, but we may redeem the rights at certain earlier times at a
price (subject to certain adjustments) of $0.001 per Right. After the Rights are triggered, the Board of Directors
also may exchange one share of common stock for each Right.

“In connection with the spin-off, on March 6, 2001, we issued 100,000 shares of our series C convertible
redeemable preferred stock for $5.0 million (less transaction costs) to Crescent in a private placement. During
2002, Crescent converted these shares into 772,573 shares of our common stock. We no longer have any series C
preferred stock outstanding.

In connection with the acquisition of InfoSoft in March 2001, we issued 32,000 shares of series A
convertible redeemable preferred stock. These preferred shares had a stated redemption value of $32.0 million
plus accrued and unpaid dividends, had a liquidation preference of $32.0 million, accrued dividends at an annual
rate of 6.5%, were convertible into PracticeWorks common stock at a conversion price of $33.64 and were
redeemable after five years if not converted. With proceeds from our public offering in June 2002, we redeemed
all of the outstanding series A shares and accrued dividends for $15.0 million in cash and the issuance of 967,742
shares of our common stock and a warrant to purchase 450,000 shares of our common stock. We no longer have
any series A preferred stock outstanding. '

On August 8, 2001, we issued shares of our series B convertible redeemable preferred stock to the
stockholders of Medical Dynamics as part of the merger consideration. These preferred shares have a initial
liquidation preference of $5.3 million, accrue dividends at an annual rate of 6.0% and are convertible into our
common stock at the then applicable conversion price (or approximately 155,000 shares at December 31, 2002).
If declared, dividends are payable quarterly in arrears at the Company’s option, in cash or common stock. If not
declared, dividends accrue to the liquidation preference. These preferred shares are redeemable at the option of
the holder after five years. The redemption price of the series B convertible redeemable preferred stock will be
equal to the liquidation preference (which was approximately $5.2 million as of December 31, 2002) plus
accrued and unpaid dividends.
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In 2001, we completed the private placement of approximately 1.2 million shares of our common stock to
institutional investors, certain directors of the Company and Crescent. Proceeds to the Company totaled
approximately $6.7 million and were used to fund the 2001 restructuring plan and for general corporate operating
purposes.

Contractual Cash Obligations

Assuming our preferred stock issuances are not converted, our future contractual cash obligations, excluding
interest and dividends, are as follows:

2007 &
2003 2004 2005 2006 Thereafter
(In thousands)

Credit agreement ..............ooiiiinenmniin ... $ 7,500 $10,000 $21,500 $ — $ —
Other long-termdebt ............................... 1,139 1,098 480 461 349
Capital lease obligations . .. ......... ... .ot 90 33 — — —
Operating 1eases . ...........ciiiit i 3,784 3,177 2,335 1,644 3,324
Preferredstock ........ .. .. .. .. . . — — — 5,199 —
Total .« .ot e e $12,513 $14,308 $24,315 $7,304 $3,673

We believe that cumulative cash flow from operations, borrowing capacity under our credit agreement and
future financing opportunities will provide sufficient cash flow to meet any contractual cash and redemption
obligations. We intend to seek refinancing for any amounts that we are unable to repay from operating cash
flows. New financing alternatives are routinely evaluated to determine their practicality and availability in order
to provide the Company with sufficient and timely funding at the least possible costs. However, if refinancing is
not available or available on favorable terms, we may not be able to increase our marketing and sales expenses
and grow our businesses or effectively compete in any of our markets, which could materially harm our business,
financial condition and results of operations.

We believe that our existing cash, anticipated future operating cash flows and borrowing capacity under our
credit agreement will be sufficient to fund our cash requirements needs for working capital, capital investment,
acquisition and other financing requirements both in the short term, which means the next twelve months, and in
the long term, which means a reasonable period of time thereafter.

Recent Accounting Pronouncements

In June 2001, the FASB issued SFAS No. 142, “Goodwill and Other Intangible Assets.” SFAS No. 142
supercedes APB No. 17, “Intangible Assets,” and requires goodwill and other acquired intangible assets that have
an indefinite useful life to no longer be amortized; however, these assets must undergo an initial test of
impairment and be reviewed for impairment at least annually thereafter or more frequently when events or
circumstances indicate that an impairment may have occurred. We adopted certain provisions of SFAS No. 142
effective July 1, 2001 and the remaining provisions effective January 1, 2002. Based on the impairment tests
performed in 2002, there was no impairment of goodwill in 2002.

In August 2001, the FASB issued SFAS No. 143, “Accounting for Asset Retirement Obligations.” SFAS
No. 143 addresses financial accounting and reporting for obligations associated with the retirement of tangible
long-lived assets and the associated retirement costs. SFAS No. 143 is effective for fiscal years beginning after
June 30, 2002. We do not anticipate the adoption of this standard to have a material impact on our financial
statements.

In October 2001, the FASB issued SFAS No. 144, “Accounting for the Impairment or Disposal of Long-
Lived Assets,” which supersedes SFAS No. 121, “Accounting for the Impairment of Long-Lived Assets and for
Long-Lived Assets to be Disposed Of.” SFAS No. 144 addresses financial accounting and reporting for the
impairment of long-lived assets and for long-lived assets to be disposed of. However, SFAS No. 144 retains the
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fundamental provisions of SFAS No. 121 for: (1) recognition and measurement of the impairment of long-lived
assets to be held and used; and (2) measurement of long-lived assets to be disposed of by sale. SFAS No. 144
was effective for fiscal years beginning after December 15, 2001. Our adoption of this standard did not have a
material impact on our financial statements.

In May 2002, the FASB issued SFAS No. 145, “Rescission of FASB Statements No. 4, 44 and 64,
Amendment of FASB Statement No. 13 and Technical Corrections.” SFAS No. 145 rescinded SFAS No. 4 which
required all gains and losses from extinguishment of debt to be aggregated and, if material, classified as an
extraordinary item, net of related income tax effect. As a result, the criteria in Opinion 30 will now be used to
classify these gains and losses. The Company adopted this standard effective fiscal 2002. We recorded debt
extinguishment costs during the second quarter of 2002 in conjunction with the repayment of the credit facility
with FINOVA in accordance with this standard.

In July 2002, the FASB issued SFAS No. 146, “Accounting for Costs Associated with Exit or Disposal
Activities”, and nullified EITF Issue No. 94-3. SFAS No. 146 requires that a Hability for a cost associated with
an exit or disposal activity be recognized when the liability is incurred, whereas EITF No. 94-3 had recognized
the liability at the commitment date to an exit plan. We are required to adopt the provisions of SFAS No. 146
effective for exit or disposal activities initiated after December 31, 2002. We do not expect that the adoption of
this standard will have a material impact on the financial statements.

In December 2002, the FASB issued SFAS No. 148, “Accounting for Stock-Based Compensation —
Transition and Disclosure.” SFAS No. 148 amends SFAS No. 123. Although it does not require the use of fair
value method of accounting for stock-based employee compensation, it does provide alternative methods of
transition. It also amends the disclosure provisions of SFAS No. 123 and APB No. 28, “Interim Financial
Reporting,” to require disclosure in the summary of significant accounting policies of the effects of an entity’s
accounting policy with respect to stock-based compensation on reported net income and earnings per share in
annual and interim financial statements. SFAS No. 148’s amendment of the transition and annual disclosure
requirements are effective for fiscal years ending after December 15, 2002. The amendments of disclosure
requirements of APB Opinion No. 28 are effective for interim periods beginning after December 15, 2002. We
will continue to use the intrinsic value method of accounting as allowed under SFAS No. 148. We do not expect
that the adoption of this standard will have a material impact on the financial statements.

Cautionary Language Regarding Forward Looking Statements

This discussion contains forward-looking statements that reflect management’s current assumptions and
estimates of future performance, the development and timing of PracticeWorks’ release of new applications and
services, the rate of adoption of its new applications and services by new and existing customers, its success in
establishing business relationships, the growth of its business, and general economic conditions. You can find
many of these statements by looking for words such as “believes,” “expects,” “anticipates,” “estimates,” “plans,”
“intends” or similar expressions. Any forward-looking statements are subject to risks, uncertainties and
assumptions that may cause actual results and future trends to differ materially from those projected, stated, or
implied by the forward-looking statements. PracticeWorks’ results and the accuracy of the forward-looking
statements could be affected by many factors, including, in particular, those discussed above, and those discussed
in the section entitled “Risk Factors” and elsewhere in PracticeWorks’ Annual Report on Form 10-K for the year
ended December 31, 2002.

3 o 4 LT3

Etem 7A. Quantitative and Qualitative Disclosures About Market Risk

Our primary market risks include fluctuations in interest rates and variability in interest rate spread
relationships, such as prime to LIBOR spreads. Approximately $39 million of PracticeWorks’ outstanding debt at
December 31, 2002 related to indebtedness under our credit agreement with Bank of America and contains a
floating interest rate. Thus, our interest rate is subject to market risk in the form of fluctuations in interest rates.
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The effect of a hypothetical one percentage point increase across all maturities of variable rate debt would result
in an increase of approximately $390,000 in our annual pre-tax loss assuming no further changes in the amount
of borrowings subject to variable rate interest from amounts outstanding at December 31, 2002. During March
2003, as required by the credit agreement, we entered into a hedge arrangement whereby we fixed the base
interest rate related to $15 million of the term note. The base fixed rate will be 1.85% for the remaining term of
the credit agreement for that portion of the term note.

Prior to the acquisition of Trophy, we had historically conducted foreign operations in the United Kingdom,
Sweden, Canada and Australia. Accordingly, we were subject to risk from exchange rate fluctuations between
such local currencies and the U.S. dollar. Excluding the results of Trophy, for the years ended December 31,
2002 and 2001, approximately 11% and 8%, respectively, of our total revenue was earned outside the United
States and collected in the local currency. Related operating expenses were also paid in such corresponding local
currencies. Trophy’s functional currency is the Euro and they have customers around the world. To mitigate
exposure to foreign currency fluctuations, Trophy invoices customers in only four currencies: Euro, United States
Dollar, Pound Sterling, and Japanese Yen. Further, to minimize exposure to fluctuations in the Japanese Yen,
during January 2003 we entered into fixed forward contracts that mature at various times during 2003 for
approximately one million Yen.

The financial statements of our non-U.S. subsidiaries are translated into U.S. dollars using current rates of
exchange, with gains or losses included in the foreign currency translation adjustment account, a component of
stockholders’ equity. For intercompany debt denominated in a currency other than the functional currency, the
remeasurement into the functional currency is also included in stockholders’ equity as the amounts are
considered to be of a long-term investment nature. As of December 31, 2002, we have recorded a cumulative
translation adjustment of $1.2 mitlion. The significant increase from 2001 relates primarily to fluctuations
between the Euro and U.S. Dollar related to the Trophy acquisition during the eight days of ownership during
2002.

Other than the items discussed above, we have no off-balance sheet arrangements, investments or
guarantees.

The traded price of our common stock influences the valuation of stock option grants and the effects these
grants have on pro forma earnings disclosed in our financial statements. The stock price also influences the
computation of the dilutive effect of outstanding stock options to determine diluted earnings per share. The stock
price also affects our employees’ perceptions of various programs that involve our common stock.

Item 8. Financial Statements and Supplementary Data
The financial statements listed on page F-1 of this report are filed as part of this report on the pages

indicated.

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

The disclosures required have been previously reported on a Form 8-K dated April 4, 2002.
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PART HiE

Item 10. Directors and Executive Officers of the Registrant
Directors

The directors of PracticeWorks are as follows:

Richard E. Perlman

Richard E. Perlman, age 56, has been Chairman of the Board since our formation in August 2000. Mr.
Perlman served as VitalWorks’ chairman and treasurer from December 1997 and as a director of VitalWorks
from March 1997, to March 2001, when he resigned from all positions with VitalWorks upon completion of the
spin-off. From December 1997 until October 1998, Mr. Perlman also served as VitalWorks’ chief financial
officer. Mr. Perlman is the founder of Compass Partners, L.L.C., a merchant banking and financial advisory firm
specializing in corporate restructuring and middle market companies, and has served as its president since its
inception in May 1995. From 1991 to 1995, Mr. Perlman was executive vice president of Matthew Stuart & Co.,
Inc., an investment banking firm. Mr. Perlman received a B.S. in Economics from the Wharton School of the
University of Pennsylvania and a Masters in Business Administration from the Columbia University Graduate
School of Business.

James K. Price

James K. Price, age 44, has been our President and Chief Executive Officer and a director since our
formation in August 2000. Mr. Price was a founder of VitalWorks and served as its executive vice president and
secretary from its inception in November 1996 to March 2001, when he resigned from all positions with
VitalWorks upon completion of the spin-off. Mr. Price served as an executive officer of American Medcare from
1993 and co-founded and served as an executive officer of International Computer Solutions from 1985, in each
instance until American Medcare and International Computer Solutions merged into VitalWorks in July 1997.
Mr. Price holds a B.A. in Marketing from the University of Georgia.

James C. Davis, D.M.D.

James C. Davis, D.M.D., age 55, has served as our Executive Vice President since our formation in August
2000 and as a director since March 2001, Dr. Davis served as Chairman of VitalWorks’ orthodontic group from
February 1999 to March 2001, when he resigned from all positions with VitalWorks upon completion of the
spin-off. He was a practicing orthodontist from 1974 to 2000 and, in 1982, was a co-founder of OMSystems,
Inc., which was the largest orthodontic practice management software company in North America when
VitalWorks acquired it in February 1999. Dr. Davis received a D.M.D. from the University of Alabama School
of Dentistry and a Certificate of Orthodontics from the UCLA School of Dentistry. Dr. Davis previously served
as president of the Georgia Association of Orthodontists.

William A. Shutzer

William A. Shutzer, age 56, has been a director of PracticeWorks since March 2001. Since October 2000, he
has been a Managing Director of Lehman Brothers, Inc. From September 1999 until September 2000, Mr.
Shutzer was a Partner in Thomas Weisel Partners, LLC, an investment banking firm. From March 1994 until
October 1996, he was Executive Vice President of Furman Selz, Inc. and thereafter until the end of December
1997, he was its President. From January 1998 until September 1999, he was chairman of ING Barings LLC’s
Investment Banking Group. From September 1978 until February 1994, Mr. Shutzer was a Managing Director of
Lehman Brothers and its predecessors. Mr. Shutzer is currently a director of Tiffany & Co., Blount International,
Inc., and Jupitermedia Corp. Mr. Shutzer received a B.A. from Harvard University and an MBA from the
Harvard Graduate School of Business.
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William R. Jellison

William R. Jellison, age 453, has been a director of PracticeWorks since March 2001. He is currently a
Senior Vice President of DENTSPLY International responsible for the DENTSPLY Professional Division, the
company’s Asian operations, and its worldwide endodontic franchise. He joined DENTSPLY in April of 1998
and was its Chief Financial Officer until December 2002. Prior to joining DENTSPLY, Mr. Jellison had an
eighteen-year career with the Donnelly Corporation where he served in a number of positions with increasing
responsibilities, including Vice President of Finance, Treasurer and Corporate Controller. A Certified
Management Accountant, Mr. Jellison earned his B.A. in business administration from Hope College in
Michigan.

Raymond H. Welsh

Raymond H. Welsh, age 71, has been a director of PracticeWorks since March 2001. Prior to the spin-off,
he served on the Board of Directors of VitalWorks. Since January 1995, Mr. Welsh has been a Senior Vice
President of UBS/PaineWebber, Incorporated. Mr. Welsh is a Trustee of the University of Pennsylvania, The
University of Pennsylvania Health System, and Chairman of the Medical Center and HealthSystem’s creating the
Future of Medicine Campaign. Mr. Welsh received a B.S. in Economics from the Wharton School of the
University of Pennsylvania.

J. Thomas Presby

J. Thomas Presby, age 63, became a director of PracticeWorks in September 2002. In June 2002, he retired
as a partner with Deloitte & Touche, an international accounting and consulting firm. Over a period of thirty
years, Mr. Presby held many positions with Deloitte & Touche in the United States and Europe, most recently as
Deputy Chief Executive Cfficer of the U.S. practice of Deloitte Touche Tohmatsu, the global professional
services organization providing accounting advisory, tax and consuliting services, during 2001 and until his
retirement in 2002, and before that as global Deputy Chairman and Chief Operating Officer from 1995. Mr.
Presby served as the Chief Executive Officer of Deloitte & Touche Central Europe between 1990 and 1995.
During the 1980s, Mr. Presby launched and served as the Managing Partner of the Financial Services Center, an
industry-focused practice unit of the firm. He currently is a director of Greenpoint Financial Corp. and World
Fuel Services Corporation. Mr. Presby received a B.S. Electrical Engineering degree from Rutgers, and a M.S.
Industrial Administration degree from Carnegie Mellon University Graduate School of Business. He is a
Certified Public Accountant in New York and Ohio,

We currently have seven directors. Our certificate of incorporation provides that the terms of office of the
directors are divided into three classes: Class I, whose term will expire at the annual meeting of stockholders in
2004; Class II, whose term will expire at the annual meeting of stockholders in 2005; and Class III, whose term
will expire at the annual meeting of stockholders in 2003. James C. Davis and William R. Jellison are Class I
directors; James K. Price and Raymond H. Welsh are Class II directors; and Richard E. Perlman, William A.
Shutzer and J. Thomas Presby are Class III directors. At each annual meeting of stockholders or special meeting
in lieu thereof, the successors to directors whose terms will then expire (or have expired) will be elected to serve
from the time of election and qualification until the third annual meeting (or special meeting held in lieu thereof)
following the year in which the term of that Class expired. This classification structure of the board of directors
may have the effect of delaying or preventing changes in control or management of PracticeWorks.

Cur certificate of incorporation and bylaws provide that the authorized number of directors and the number
of directors in each class of directors shall be fixed only by resolution of the Board of Directors from time to
time. In addition, our certificate of incorporation and our bylaws provide that, in general, vacancies on the board
may be filled by a majority of directors in office, although less than a quorum.
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Executive Officers

The executive officers of PracticeWorks are as follows:

Name w

Richard E. Perlman ...... Chairman of the Board of Directors

James K. Price . . ........ President and Chief Executive Officer

James C.Davis ......... Executive Vice President

James A. Cochran ....... Senior Vice President and Chief Financial Officer
C. Lamar Roberts ....... Vice President, Sales

Wesley J. Campbell .. ... Vice President, Operations

Dominique Vincent . .. ... Chief Executive Officer, Trophy Radiologie SA

James A. Cochran, age 55, has served as our Senior Vice President, Assistant Secretary and Chief Financial
Officer since our formation in August 2000. He was VitalWorks’ chief financial officer from August 1999 to
March 2001, when he resigned from all positions with VitalWorks upon completion of the spin-off. From 1992
until joining VitalWorks, Mr. Cochran was a member of the accounting firm of BDO Seidman, LLP, serving as a
partner since 1995. Mr. Cochran is a Certified Public Accountant. Mr. Cochran received a B.B.A. in Accounting
and an M.B.A. in Corporate Finance from Georgia State University.

C. Lamar Roberts, age 44, serves as our Vice President of Sales and has since our formation in August 2000.
He joined VitalWorks in August 1998 and served as the President of VitalWorks’ Physicians Office Division
until August 2000. Prior to joining VitalWorks, Mr. Roberts was Sales Director at United States Surgical, a
division of Tyco International. Mr. Roberts received a B.S. from Presbyterian College.

Wesley J. Campbell, age 37, is our Vice President of Operations (formerly Vice President of Client
Services) and has served as such since August 2000, when PracticeWorks was formed. Mr. Campbell joined
VitalWorks in October 1997 as Vice President of Systems Engineering. He previously served as General
Manager for CCI, a Miami-based practice management company acquired by VitalWorks in 1997.

Dominique Vincent, age 42, is the Chief Executive Officer of our French subsidiary, Trophy Radiologie SA,
which we acquired in December 2002. Mr. Vincent joined Trophy in 1991 and has served as Chief Executive
Officer of Trophy since June 1999. Prior to becoming Chief Executive Officer, Mr. Vincent was Executive Vice
President of Trophy. Mr. Vincent has an M.B.A. from the Business School of Paris, an M.S. in Personnel
Management from the Institut de Gestion Sociale and a B.S. in Biochemistry.

For more information with respect to Messrs. Perlman, Price and Davis, please see the section entitled
“Directors” above.

Committees of the Board

Qur audit committee consists of Messrs. Presby, Jellison, Shutzer and Welsh, all of whom are independent
directors. The audit committee reviews, acts on and reports to our board of directors on various auditing and
accounting matters, including the election of our independent accountants, the scope of our annual audits, fees to
be paid to the independent accountants, the performance of our independent accountants and our accounting
practices and internal controls.

Our compensation committee consists of Mr. Shutzer and Welsh, both of whom are independent directors.

Qur compensation committee establishes salaries, incentives and other forms of compensation for officers and
other employees. This committee also administers our incentive compensation and benefit plans.
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Section 16 (a) Beneficial Ownership Reporting Compliance

Section 16 of the Securities Exchange Act of 1934, as amended, requires our directors and executive
officers and persons who beneficially own more than 10% of a registered class of our equity securities to file
with the Securities and Exchange Commission initial reports of ownership and reports of changes in ownership.
Such persons are required by SEC regulations to furnish us with copies of all Section 16(a) forms they file.

Based solely on our review of the copies of such forms furnished to us and written representations from the
executive officers and directors of PracticeWorks, we believe that all filings were made on a timely basis.

Item 11. Executive Compensation
Compensation

Director Compensation

PracticeWorks’ directors do not currently receive cash compensation for their services as directors, but are
reimbursed for their reasonable and necessary expenses for attending board and board committee meetings.
Members of the board, who are not PracticeWorks’ employees, or employees of any parent, subsidiary or
affiliate of PracticeWorks, are eligible to participate in PracticeWorks’ stock option plan. Each year, directors
who are not employees receive options to purchase up to 10,000 shares of common stock with an exercise price
set at fair market value at the time of grant. Each year, the chairman of each of the Audit and Compensation
Committees receives additional options to purchase up to 7,500 shares of common stock with an exercise price
set at fair market value at the time of grant. One half of such directors’ and committee chairman’s options vest
after one year and the remainder after two years of service.
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Executive Compensation

The following table summarizes compensation awarded to, earned by or paid to the Company’s Chief
Executive Officer and each of its other four most highly compensated executive officers for services rendered to
the Company and its subsidiaries (collectively, the “named executive officers”) during its most recent fiscal year.
Also included in the table is comparable compensation information for those individuals for fiscal years 2001 and
2000. During 2000 and a portion of 2001, the Company operated as a division of VitalWorks (then InfoCure). In
the case of Messrs. Perlman, Price and Cochran for periods prior to the spin-off, the services rendered were also
for the benefit of VitalWorks. The principal positions shown in the table are as of and after the date of the spin-
off.

Summary Compensation Table

Long-Term Compensation Awards

Annual

Compensation Other Restricted Securiti‘es
Name and —_— Annual Steck Underlying All Other
Principal Position Year Salary Bonus  Compensation(1) Awards(2) Options/SARs Compensation(3)

Richard E. Perlman 2002 $350,000 § — $ — $ — 230,000 $5,500
Chairman of the Board 2001 350,000 — — 313,836 — 10,200

2000 215,833 — — — 570,407 8,970
James K. Price 2002 350,000 —_ — — 230,000 5,500
Chief Executive Officer 2001 350,000 — — 313,986 — 10,200
And President 2000 209,375 4,000 — — 570,455 10,000
James C. Davis 2002 250,000 — — — 100,000 5,500
Executive Vice President 2001 250,000 — — — — 10,200

2000 177,083 20,030 — — 332,805 6,214
James A. Cochran
Senior Vice President, 2002 195,833 — — — 140,000 5,500
Chief Financial Officer 2001 175,000 — 18,000 213,876 — 10,200
And Assistant Secretary 2000 145,334 25,000 18,000 — 118,872 —
C. Lamar Roberts (4) 2002 200,833 16,875 21,962 — 70,000 5,500
Vice President Sales 2001 180,000 28,500 — — 110,000 10,200

2000 67,500 — — — 95,107 10,000

(1) The amounts presented for 2002 include an automobile allowance in the amount of $12,000 and
reimbursement for the employee portion of benefits in the amount of $9,962 for Mr. Roberts. The amounts
presented for 2001 and 2000 include an automobile allowance in the amount of $12,000 and compensation
for business expenses in the amount of $6,000 for Mr. Cochran. The compensation set forth in this column
does not include compensation in the form of perquisites or other personal benefits for Messrs. Perlman,
Price, Cochran and Dr. Davis in fiscal year 2002 and Messrs. Perlman, Price, Roberts and Dr. Davis in fiscal
years 2001 and 2000 because such perquisites and other personal benefits did not exceed the lesser of
$50,000 or 10% of the total annual salary and bonus for these individuals for such years.

(2) Options for approximately 209,300 shares held by each of Messrs. Perlman and Price and options for
approximately 143,000 shares held by Mr. Cochran were cancelled on October 4, 2001 in exchange for
restricted stock grants structured as deferred compensation. Mr. Perlman was granted rights to 52,306
shares, Mr. Price 52,331 shares, and Mr. Cochran 35,646 shares.

(3) The amounts presented for 2002 represent the Company’s contribution to the 401(k) savings plan and, for
2001 and 2000, VitalWorks’ contribution to its 401(k) savings plan for the benefit of these individuals.

(4) Mr. Roberts joined PracticeWorks in August 2000.
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Option Grants in Last Fiscal Year

The following table sets forth information concerning stock options granted by the Company to the named
executive officers during fiscal 2002. The Company has granted no stock appreciation rights.

Potential Realizable Value at

Number of % of Total
. Assumed Annual Rates of
Cognk::;:nss(:tack G?z?]rﬁ:gsto Exercise Stock chi.Ap¥QCEami0n for
Underlying Employees Price Expiration piion lerm
Name QOptions Granted in 2002 $/Share)(1) Date 5% 10%
Richard E. Perlman ......... 120,000(2) 5.29% $13.45 4/9/2012 $1,015,036 $2,572,300
110,000(3) 4.85 7.13 12/16/2012 493,242 1,249,972
James K. Price ............. 120,000(2) 5.29 13.45 4/9/2012 1,015,036 2,572,300
110,000(3) 4.85 7.13  12/16/2012 493,242 1,249,972
James C. Davis ............ 50,000(2) 2.20 13.45 4/9/2012 422932 1,071,792
50,000(3) 2.20 7.13  12/16/2012 224,201 568,169
James A. Cochran .......... 70,000(2) 3.09 13.45 4/9/2012 592,104 1,500,509
70,000(3) 3.09 713 12/16/2012 313,881 795,437
C.LamarRoberts ........... 70,000(4) 3.09 713 12/16/2012 313,881 795,437

(1) All options were granted with exercise prices equal to or in excess of the fair market value of the common
stock on the date of grant as determined by the board of directors.

(2) The options vest on a quarterly basis ratably over the period ending three years from the date of grant.

(3) The options vest after three years from the date of grant or up to one-third each year if certain budgeted

annual financial targets are met.

(4) The options vest after four years from the date of grant or up to one-fourth each year if certain budgeted

annual financial targets are met.

Aggregated Option Exercises in Last Fiscal Year and Year-end Option Value Table

Shown below is information with respect to the number of PracticeWorks shares acquired upon exercise of
stock options and the aggregate gains realized on exercises during 2002 for the Named Executive Officers. The
table also sets forth the number of shares covered by exercisable and unexercisable options held by these
executive officers on December 31, 2002 and the aggregate gains that would have been realized had these

options been exercised on December 31, 2002, even though these options were not exercised, and the

unexercisable options could not have been exercised at that time.

Number of Securities
Underlying Unexercised

Value of Unexercised In the
Money Options at Fiscal

Ac(sggg:; on Value Options at Fiscal Year-End Year-End(1)
Name Exercise Realized Exercisable Unexercisable Exercisable Unexercisable
Richard E. Perlman ............ 22,227 $237,384 305,180 495,278 $ — $84,700
James K. Price ................ 22,961 245,223 305,275 495,375 — 84,701
JamesC.Davis ............... — — 174,688 259,832 — 38,553
James A. Cochran ............. — — 71,079 187,843 — 53,926
C. Lamar Roberts ............. 25,000 237,500 163,623 137,674 123,500 91,926

(1) Based on the December 31, 2002, $7.90 closing price for PracticeWorks common stock on the Nasdaq

Stock Market.
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Employment Agreements

In connection with the spin-off, PracticeWorks entered into three-year employment agreements with
Richard E. Perlman, James K. Price, James C. Davis and James A. Cochran on substantially the terms described
below. The agreements automatically renew for additional one-year periods at the end of the initial period and
each renewal period unless notice of non-renewal is given at least six months in advance. PracticeWorks entered
into an employment agreement with Mr. Roberts in May 2001. It had an initial term of two years with renewal as
described above. The individual employment agreements provide for an initial annual base salary of $350,000 for
Messrs. Perlman and Price, $250,000 for Dr. Davis, $175,000 for Mr. Cochran, and $180,000 for Mr. Roberts.
The agreements also provide for a severance payment for each executive equal to three times his then current
annual base salary rate for Messrs. Perlman, Price, Davis and Cochran and one times his then current base salary
rate for Mr. Roberts upon the termination of the executive’s employment by PracticeWorks without cause or by
the executive for good reason or in the event of a change in control. The employment agreements entitle the
executives to participate in our employee benefit programs and provide for other customary benefits. In addition,
each employment agreement provided for the grant of stock options on the first day of the executive’s
employment and periodic grants of options thereafter as recommended by the compensation comumittee of our
board of directors. Each employment agreement provides for 100% vesting of all outstanding stock options upon
a change in control. The employment agreements also provide for an additional, tax gross-up payment to be made
by PracticeWorks to the executive in the event that, upon a change in control, any payments made to the
executive that are subject to an excise tax under Section 4999 of the Internal Revenue Code. Finally, the
employment agreements prohibit the executive from engaging in certain activities which compete with
PracticeWorks, seek to recruit its employees or disclose any of its trade secrets or otherwise confidential
information.

Item 12, Security Ownership of Ceriain Beneficial Owners and Management
Security Ownership

Five Percent Owners

The following table sets forth information, as of March 1, 2003, as to shares of our common stock held by
persons known to us to be the beneficial owners of more than five percent of our common stock based upon
information publicly filed by such persons:

Amount of
Name and Address of Beneficial
Beneficial Owner of Class Ownership Percent
Barry MLKitt ..o 908,986(1) S5.1%
The Pinnacle Fund, L.P.
Suite 240
4965 Preston Park Blvd.

Plano, TX 75093

(1) Based upon an amendment to Schedule 13G, dated January 31, 2003, filed with the SEC by Mr. Kitt. Mr.
Kitt disclaims beneficial ownership of certain shares reported, including 894,875 shares beneficially owned
by The Pinnacle Fund, L.P., of which Mr. Kitt is a general partner. The Pinnacle Fund filed an amendment
to Schedule 13G, dated January 31, 2003, with the SEC as the beneficial owner of 894,875 shares, which is
reported as 5.1% of the outstanding common stock, with sole voting and dispositive power over the shares.

Officers and Directors

The following table sets forth information concerning the shares of PracticeWorks common stock that are
beneficially owned by the following individuals:

o each of PracticeWorks’ directors;
o each of PracticeWorks’ named executive officers; and
o all of PracticeWorks’ directors and executive officers as a group.
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Unless otherwise indicated, the listing is based on the number of PracticeWorks shares held by such
beneficial owners as of March 1, 2003. Unless otherwise indicated in the footnotes to this table and subject to
community property laws where applicable, PracticeWorks believes that each of the stockholders named in this

table has sole voting and investment power with respect to the shares indicated as beneficially owned. The
address for each beneficial owner set forth in the table is c/o PracticeWorks, Inc., 1765 The Exchange, Suite 200,
Atlanta, Georgia 30339.

The number of shares shown as beneficially owned by each beneficial owner in the table below includes
shares that can be acquired by that beneficial owner through stock option exercises on or prior to April 30, 2003.
In calculating the percentage owned by each beneficial owner, PracticeWorks assumed that all shares issuable
upon exercise of options on or prior to April 30, 2003 are exercised by that person. The total number of shares
outstanding used in calculating the percentage owned assumes no exercise of options held by other beneficial
owners.

Total Exercisable  Number of Shares Percemt

Name of Beneficial Owner Common Stock Optioms Beneficially Owned of Class(1)
Richard E.Perlman . ........................... 348,735(2) 325,180 673,915 3.8%
James K. Price ......... ... .. i 456,606(3) 325,275 781,881 4.4
James C.Davis ........c. i e 266,139(4) 183,201 449,340 25
James A.Cochran ............................. 4,719 82,746 87,465 *
C.LamarRoberts ...........c.. ... .. ... 2,865 180,498 183,363 1.0
William R. Jellison ........... ... ... .. oo, 15,000 15,000 30,000 *
Raymond H. Welsh ....... ... .. ... ... ... .. 58,250 34,010 92,260 *
William A. Shutzer ............ ... .. ... ........ 169,500 15,000 184,500 1.0
All executive officers and directors as a group

(11 persons) .....covvvin it 1,178,836 1,258,685 2,582,262 13.7%

*  Lessthan 1%

(1) Based on an aggregate of 17,603,821 shares of PracticeWorks common stock issued and outstanding as of
March 1, 2003.

(2) 125,811 of these shares are owned by two limited liability companies, one of which is a general partner of
the other, and Mr. Perlman is a principal and owns a majority interest in the general partner. 23,801 of these
shares are owned by a limited partnership of which Mr. Perlman is a general partner.

(3) 1,612 of these shares are owned by Mr. Price’s brother. Mr. Price maintains voting control over these
shares.

(4) 4,950 of these shares are held in trust for the benefit of relatives of Dr. Davis. Dr. Davis has control over
these shares.

Equity Compensation Plans
The following table sets forth as of December 31, 2002, information about our equity compensation plans.

Number of securities

Number of securities remaining available for
to be issued upon future issuance
exercise of Weighted-average exercise under equity compensation
cutstanding options, price of cutstanding plans (excluding securities
Plan category warrants and rights options, warramnts and rights reflected in first column)
Equity compensation plans
approved by security holders . . . 5,928,466(1) $9.14 2,211,792
Equity compensation plans not
approved by security holders . . . 0 — 0
Total ................ 5,928,466 $9.14 2,211,792

|

(1) Includes 140,283 shares issuable as deferred compensation pursuant to restricted stock grants.
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Item 13. Certain Relationships and Related Transactions

On June 13, 2002, we cancelled all outstanding shares of our series A preferred stock then held by Ceramco,
Inc. (“Ceramco”), a wholly-owned subsidiary of DENTSPLY. Mr. Jellison, one of our directors, is an executive
officer of DENTSPLY. In exchange for the cancellation of the series A shares, Ceramco received $15.0 million
in cash, 967,742 shares of PracticeWorks common stock and a warrant to purchase 450,000 additional shares of
common stock at an exercise price of $15.50 per share. The warrant is exercisable at any time and expires on
June 13, 2009.

Item 14, Controls and Procedures

Within 90 days of the filing date of this report, the company carried out an evaluation, under the supervision
and with the participation of the company’s management, including the Chief Executive Officer and Chief
Financial Officer, of the effectiveness of the company’s disclosure controls and procedures (as such term is
defined in Rules 13a-14(c) and 15d-14(c) under the Securities Exchange Act of 1934, as amended (the
“Exchange Act”)). The company’s disclosure controls and procedures are designed to ensure that information
required to be disclosed by the company in the reports it files or submits under the Exchange Act is recorded,
processed, summarized and reported on a timely basis. Based on that evaluation, the Chief Executive Officer and
Chief Financial Officer concluded that the company’s disclosure controls and procedures are effective in alerting
them in a timely fashion to material information relating to PracticeWorks required to be included in the reports
that the company files under the Exchange Act. There have been no significant changes in PracticeWorks’
internal controls or in other factors that could significantly affect internal controls subsequent to the date of their
evaluation.
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PART IV

Item 15. Exhibits, Finaencial Statement Schedules, and Reports on Form 8-K
(a)(1) Financial Statements. The financial statements listed on page F-1 of this report are filed as part of this
report on the pages indicated.

(a)(2) Financial Statement Schedules. The applicable financial statement schedule required under
Regulations S-X has been included beginning on page 60 of this report, as follows:

Page

Report of Independent Certified Public Accountants on Financial Statement Schedule pertaining only
t0 2001 and 2000 . .. .o e 59
Schedule [I—Valuation and Qualifying AcCounts ... ... ottt 60
Report of Independent Auditors on Financial Statement Schedule pertaining only to 2002 .. ........ F-2

(a)(3) Exhibits. The exhibits required by Item 601 of Regulation S-K are listed below.

Exhibit
Number Description
2.1 Agreement and Plan of Distribution, dated as of February 21, 2001, by and between VitalWorks
Corporation and PracticeWorks, Inc. (incorporated by reference to Exhibit 2.1 to PracticeWorks’
Current Report on Form 8-K, filed with the Commission on March 22, 2001).
2.2 Share Purchase Agreement, dated December 19, 2002, by and among Trex Medical Corporation,
Thermo Electron Corporation and PracticeWorks, Inc. with respect to Trex Medical France, S.A.
(incorporated by reference to Exhibit 2.1 to PracticeWorks’ Current Report on Form 8-K, filed
with the Commission on December 27, 2002).
3.1 Certificate of Incorporation of PracticeWorks, Inc. (incorporated by reference to Exhibit 3.1 to
PracticeWorks Registration Statement on Form 10, filed with the Commission on August 22,
2000).

3.2(a) Certificate of Designations of Series A Preferred Stock of PracticeWorks, Inc. issued to Ceramco,
Inc. (incorporated by reference to Exhibit 3.2(b) to PracticeWorks’ Current Report on Form 8-X,
filed with the Commission on March 22, 2001).

3.2(b)  Certificate of Designations of Series B Preferred Stock of PracticeWorks, Inc. issued to the
Stockholders of Medical Dynamics, Inc. (incorporated by reference to Exhibit 3.2(b) to
PracticeWorks’ Annual Report on Form 10-X, filed with the Commission on March 20, 2002).

3.2(c) Certificate of Designations of Series C Preferred Stock of PracticeWorks, Inc. issued to Crescent
International Ltd. (incorporated by reference to Exhibit 3.2(c) to PracticeWorks’ Current Report
on Form 8-K, filed with the Commission on March 22, 2001).

3.2(d)y* Certificate of Designations of Series D Preferred Stock of PracticeWorks, Inc.

33 By-Laws of PracticeWorks, Inc. (incorporated by reference to Exhibit 3.2 to PracticeWorks
Registration Statement on Form 10, filed with the Commission on August 22, 2000).

4.1 Form of certificate representing PracticeWorks, Inc. common stock (incorporated by reference to
Exhibit 4.1 to Amendment No. 1 to PracticeWorks’ Registration Statement on Form 10, filed with
the Commission on December 21, 2000).

4.2 Rights Agreement, dated as of November 6, 2002, by and between PracticeWorks, Inc. and
StockTrans, Inc., as Rights Agent, which includes as Exhibit A the form of Certificate of
Designation of Series D Participating Cumulative Preferred Stock, as Exhibit B the Form of Rights
Certificate and as Exhibit C the Summary of Rights to Purchase Preferred Shares (incorporated by
reference to Exhibit 4.1 to PracticeWorks’ Current Report on Form 8-X, filed with the
Commission on November 7, 2002).
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Exhibit
Number

43

44

45

4.6

4.7

10.1

10.2
10.3

10.4(a)

10.4(b)

10.4(c)

10.4(d)

10.5(a)

10.5(b)

10.5(c)

Description

Warrant to purchase up to 100,000 shares dated July 18, 2001, by and between PracticeWorks, Inc.
and FINOVA Capital Corporation (incorporated by reference to Exhibit 4.2(c) to PracticeWorks’
Annual Report on Form 10-K, filed with the Commission on March 20, 2002).

Warrant to purchase up to 50,000 shares dated March 6, 2001, by and between PracticeWorks, Inc.
and Crescent International Ltd. (incorporated by reference to Exhibit 4.3 to PracticeWorks’
Current Report on Form 8-K, filed with the Commission on March 22, 2001).

Registration Rights Agreement dated as of March 7, 2001, by and between PracticeWorks, Inc. and
Ceramco, Inc. (incorporated by reference to Exhibit 10.15 to PracticeWorks’ Current Report on
Form 8-K, filed with the Commission on March 22, 2001).

Agreement for Share Exchange dated May 16, 2002, by and between PracticeWorks, Inc. and
Ceramco, Inc. (incorporated by reference to Exhibit 4.7 to Amendment No. 1 to PracticeWorks’
Registration Statement on Form S-3, filed with the Commission on May 16, 2002).

Common Stock Purchase Warrant to purchase up to 450,000 shares dated May 16, 2002, in favor of
Ceramco, Inc. (incorporated by reference to Exhibit 4.8 to Amendment No. 1 to PracticeWorks’
Registration Statement on Form S-3, filed with the Commission on May 16, 2002).

Tax Disaffiliation Agreement, dated as of March 5, 2001, by and between VitalWorks Corporation
and PracticeWorks, Inc. (incorporated by reference to Exhibit 10.1 to PracticeWorks’ Current
Report on Form 8-K, filed with the Commission on March 22, 2001).

Agreement and Plan of Distribution (filed as Exhibit 2.1).

Employee Benefits and Compensation Allocation Agreement, dated as of March 5, 2001, by and
between VitalWorks Corporation and PracticeWorks, Inc. (incorporated by reference to Exhibit
10.4 to PracticeWorks' Current Report on Form 8-K, filed with the Commission on March 22,
2001).

Intellectual Property License Agreement, dated as of March 5, 2001, by and between VitalWorks
Corporation and PracticeWorks Systems, LL.C regarding source code and object code use
(incorporated by reference to Exhibit 10.5(a) to PracticeWorks’ Current Report on Form 8-K, filed
with the Commission on March 22, 2001).

Intellectual Property License Agreement, dated as of March 5, 2001, by and between VitalWorks
Corporation and PracticeWorks Systems, LLC regarding software use (incorporated by reference
to Exhibit 10.5(b) to PracticeWorks’” Current Report on Form 8-K, filed with the Commission on
March 22, 2001).

Assignment of Copyrights, dated as of March 5, 2001, by and between VitalWorks Corporation and
PracticeWorks Systems, LLC (incorporated by reference to Exhibit 10.5(c) to PracticeWorks’
Current Report on Form 8-K, filed with the Commission on March 22, 2001).

Assignment of Trademarks, dated as of March 5, 2001, by and between VitalWorks Corporation and
PracticeWorks Systems, LLC (incorporated by reference to Exhibit 10.5(d) to PracticeWorks’
Current Report on Form 8-K, filed with the Commission on March 22, 2001).

PracticeWorks, Inc. 2000 Stock Option Plan, amended and restated as of October 16, 2001
(incorporated by reference to Exhibit 10.6(a) to PracticeWorks” Annual Report on Form 10-K,
filed with the Commission on March 20, 2002).

Form of 2000 Stock Option Plan Stock Option Certificate for Incentive Stock Options (incorporated
by reference to Exhibit 10.6(b) to PracticeWorks’ Annual Report on Form 10-K, filed with the
Commission on March 20, 2002).

Form of 2000 Stock Option Plan Stock Option Certificate for Nonqgualified Stock Options
(incorporated by reference to Exhibit 10.6(c) to PracticeWorks” Annual Report on Form 10-K,
filed with the Commission on March 20, 2002).
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Exhibit
Number

Description

10.5(d)y* Amendments to PracticeWorks, Inc. 2000 Stock Option Plan, each dated December 10, 2002.

10.6* Form of Indemnification Agreement by and between PracticeWorks, Inc. and each of the directors
listed on the Schedule attached thereto.

10.7(a) Employment Agreement, dated March 5, 2001, by and between Practice Works, Inc. and Richard E.
Perlman (incorporated by reference to Exhibit 10.8(a) to PracticeWorks” Current Report on Form
8-K, filed with the Commission on March 22, 2001).

10.7(b) Employment Agreement, dated March 5, 2001, by and between PracticeWorks, Inc. and James K.
Price (incorporated by reference to Exhibit 10.8(b) to PracticeWorks” Current Report on Form
8-K, filed with the Commission on March 22, 2001).

10.7(c) Employment Agreement, dated March 5, 2001, by and between PracticeWorks, Inc. and James A.
Cochran (incorporated by reference to Exhibit 10.8(c) to PracticeWorks’ Current Report on Form
8-X, filed with the Commission on March 22, 2001).

10.7(d) Employment Agreement, dated March 5, 2001, by and between PracticeWorks, Inc. and James C.
Davis (incorporated by reference to Exhibit 10.8(d) to PracticeWorks’ Current Report on Form
8-K, filed with the Commission on March 22, 2001).

10.7(e) Employment Agreement, dated as of May 1, 2001, by and between PracticeWorks, Inc. and
C. Lamar Roberts (incorporated by reference to Exhibit 10.8(e) to PracticeWorks’ Annual Report
on Form 10-K, filed with the Commission on March 20, 2002).

10.8 Contribution Agreement, dated as of December 27, 2000, by and among VitalWorks Corporation,
PracticeWorks, Inc., DENTSPLY International, Inc., Ceramco, Inc. and SoftDent LLC
(incorporated by reference to Exhibit 10.14 to PracticeWorks” Registration Statement on Form
S-1, filed with the Commission on January 16, 2001).

10.9 Amended and Restated Agreement and Plan of Merger and Reorganization by and among Medical
Dynamics, Inc., VitalWorks Corporation and CADI Acquisition Corporation, Inc. dated October
10, 2000, as amended on Cctober 30, 2000, December 19, 2000, March 5, 2001, April 16, 2001
and May 23, 2001 (incorporated by reference to Appendix A to PracticeWorks’ and Medical
Dynamics’ proxy statement-prospectus filed with the Commission on June 18, 2001).

10.10 Form of Stock Grant Certificate and Schedule of Recipients (incorporated by reference to Exhibit
10.23 to PracticeWorks’ Annual Report on Form 10-K, filed with the Commission on March 20,
2002).

10.11* Credit Agreement, dated as of December 23, 2002, by and among PracticeWorks, Inc., as
Borrower; SoftDent, LLC, PracticeWorks Systems, LLC, CADI Acquisition Corporation, and
PracticeWorks Capital, Inc., as Guarantors; and, Bank of America, N.A., as Administrative
Agent and Lender.

10.12%* First Amendment to Credit Agreement, dated as of January 31, 2003, by and among PracticeWorks,
Inc., as Borrower; SoftDent, LLC, PracticeWorks Systems, LLC, CADI Acquisition Corporation,
and PracticeWorks Capital, Inc., as Guarantors; and, Bank of America, N.A., as Administrative
Agent and Lender.

10.13* Second Amendment to Credit Agreement, dated as of February 14, 2003, by and among
PracticeWorks, Inc., as Borrower; SoftDent, LLC, PracticeWorks Systems, LLC, CADI
Acquisition Corporation, and PracticeWorks Capital, Inc., as Guarantors; and, Bank of America,
N.A., as Administrative Agent and Lender.

21.1%* Subsidiaries of PracticeWorks, Inc.

23.1% Consent of BDO Seidman, LLP.

23.2% Consent of Ernst & Young LLP.

24.1%* Power of Attorney (included on signature page).

99.1%* Certification pursuant to 18 U.S.C. Section 1350.
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REPORT OF INDEPENDENT CERTIFIED PUBLIC ACCOUNTANTS
ON FINANCIAL STATEMENT SCHEDULE

Board of Directors
PracticeWorks, Inc.

The audits referred to in our report of PracticeWorks, Inc., dated February 5, 2002 (except for Note 12(c)
which is as of March 15, 2002) which is contained in Item 8 of this Form 10-K, included an audit of the schedule
listed under Item 15(a)(2) pertaining only to 2001 and 2000. This financial statement schedule is the
responsibility of the Company’s management. Our responsibility is to express an opinion on this financial
statement schedule based on our audits.

In our opinion, such schedule presents fairly, in all material respects, the information set forth therein.

BDO SEIDMAN, LLP

Atlanta, Georgia

February 5, 2002 (except for Note 12(c)
which is as of March 15, 2002)
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SCHEDULE IT
PRACTICEWORKS, INC.
VALUATION AND QUALIFYING ACCOUNTS

Balance at Charged to Charged to Balance at
Beginning  Costs and Other End of
of Period Expenses Accounts Deductions Period

(in thousands)

Allowance for Doubtful Accounts

Year ended December 31,2002 .......... $ 1,408 $ — $ — $ (878)A) $ 530

Year ended December 31,2001 .......... 1,103 901 — (596)(B) 1,408

Year ended December 31,2000 .......... 1,113 611 — 621)B) 1,103
Deferred Tax Asset Valuation Allowance

Year ended December 31,2002 .......... 13,723 — (3,497 C) (1,199D) 9,027

Year ended December 31,2001 .......... — 7,104 6,619(C) — 13,723

A
(B)
©

D)

Year ended December 31,2000 .......... — — — — —

Uncollected receivables written off and reduction in valuation allowance.

Uncollected receivables written off.
Net operating losses acquired in connection with Medical Dynamics acquisition. Amount estimated in 2001

and further adjusted in 2002.
Reduction in valuation allowance.

All financial statement schedules not listed are omitted because they are inapplicable or the requested

information is shown in the financial statements of the Registrant or in the related notes to the consolidated
financial statements.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant
has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized on this
28th day of March, 2003.

PrRACTICEWORKS, INC.

By: /s/  JaMES K. PRICE

James K. Price
President and Chief Executive Officer

POWER OF ATTORNEY

KNOW ALL MEN BY THESE PRESENTS, that each person whose signature appears below constitutes
and appoints James K. Price and Richard E. Perlman, and each of them, his true and lawful attorneys-in-fact and
agents, with full power of substitution and resubstitution for him and in his name, place and stead, in any and all
capacities, to sign any and all amendments to this Annual Report on Form 10-K, and all documents in connection
therewith, with the Securities and Exchange Commission, granting unto said attorneys-in-fact and agents, and
each of them, full power and authority to do and perform each and every act and thing requisite and necessary to
be done in and about the premises, as fully to all intents and purposes as he might or could do in person, hereby
ratifying and confirming all that said attorneys-in-fact and agents or any of them, or his or their substitute or
substitutes, may lawfully do or cause to be done by virtue hereof. Pursuant to the requirements of the Securities
Exchange Act of 1934, this report has been signed below by the following persons on behalf of the Registrant in
the capacities and on the dates indicated.

Signature Title Date

/s/ RICHARD E. PERLMAN Chairman of the Board and Director March 28 , 2003
Richard E. Perlman -

/s/  JAMES K. PRICE Chief Executive Officer, President and March 28, 2003
James K. Price Director (Principal Executive
Officer)
/s JaMES A. COCHRAN Senior Vice President, Assistant March 28, 2003
James A. Cochran Secretary and Chief Financial

Officer (Principal Financial and
Accounting Officer)

/s/  JaMES C. DAvVIS Executive Vice President and Director March 28, 2003

James C. Davis

/s/  WILLIAM R. JELLISON Director March 28, 2003
William R. Jellison

/s/  WILLIAM A. SHUTZER Director March 28, 2003
William A. Shutzer

/s/ RayMOND H., WELSH Director _ March 28, 2003
Raymond H. Welsh

/s/ J. THOMAS PRESBY Director March 28, 2003
J. Thomas Presby
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CERTIFICATIONS

I, James K. Price, certify that:

1.
2.

Date:

I have reviewed this annual report on Form 10-K of PracticeWorks, Inc.;

Based on my knowledge, this annual report does not contain any untrue statement of a material fact or
omit to state a material fact necessary to make the statements made, in light of the circumstances under
which such statements were made, not misleading with respect to the period covered by this annual
report;

Based on my knowledge, the financial statements, and other financial information included in this
annual report, fairly present in all material respects the financial condition, results of operations and
cash flows of the registrant as of, and for, the periods presented in this annual report;

The registrant’s other certifying officer and I are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the
registrant and we have:

a) designed such disclosure controls and procedures to ensure that material information relating to
the registrant, including its consolidated subsidiaries, is made known to us by others within those
entities, particularly during the period in which this annual report is being prepared;

b) evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date
within 90 days prior to the filing date of this annual report (the “Evaluation Date”); and

c) presented in this annual report our conclusions about the effectiveness of the disclosure controls
and procedures based on our evaluation as of the Evaluation Date;

The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation, to
the registrant’s auditors and the audit committee of registrant’s board of directors (or persons
performing the equivalent function): ‘

a) all significant deficiencies in the design or operation of internal controls which could adversely
affect the registrant’s ability to record, process, summarize and report financial data and have
identified for the registrant’s auditors any material weaknesses in internal controls; and

b) any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal controls; and

The registrant’s other certifying officer and [ have indicated in this annual report whether or not there
were significant changes in internal controls or in other factors that could significantly affect internal
controls subsequent to the date of our most recent evaluation, including any corrective actions with
regard to significant deficiencies and material weaknesses. :

March 28, 2003 By: /s/  JAMES K. PRICE

James K. Price
Chief Executive Officer and President
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CERTIFICATIONS

I, James A. Cochran, certify that:

1.
2.

Date:

I have reviewed this annual report on Form 10-K of PracticeWorks, Inc.;

Based on my knowledge, this annual report does not contain any untrue statement of a material fact or
omit to state a material fact necessary to make the statements made, in light of the circumstances under
which such statements were made, not misleading with respect to the period covered by this annual
report;

Based on my knowledge, the financial statements, and other financial information included in this
annual report, fairly present in all material respects the financial condition, results of operations and
cash flows of the registrant as of, and for, the periods presented in this annual report;

The registrant’s other certifying officer and I are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the
registrant and we have:

a) designed such disclosure controls and procedures to ensure that material information relating to
the registrant, including its consolidated subsidiaries, is made known to us by others within those
entities, particularly during the period in which this annual report is being prepared;

b) evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date
within 90 days prior to the filing date of this annual report (the “Evaluation Date”); and

¢) presented in this annual report our conclusions about the effectiveness of the disclosure controls
and procedures based on our evaluation as of the Evaluation Date,

The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation, to
the registrant’s auditors and the audit committee of registrant’s board of directors (or persons
performing the equivalent function):

a) all significant deficiencies in the design or operation of internal controls which could adversely
affect the registrant’s ability to record, process, summarize and report financial data and have
identified for the registrant’s auditors any material weaknesses in internal controls; and

b) any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal controls; and

The registrant’s other certifying officer and I have indicated in this annual report whether or not there
were significant changes in internal controls or in other factors that could significantly affect internal
controls subsequent to the date of our most recent evaluation, including any corrective actions with
regard to significant deficiencies and material weaknesses.

March 28, 2003 ' By: /s/  JAMES A. COCHRAN

James A. Cochran
Senior Vice President and
Chief Financial Officer
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Report of Independent Auditors

The Board of Directors
PracticeWorks, Inc.

We have audited the accompanying consolidated balance sheet of PracticeWorks, Inc. and subsidiaries

(“PracticeWorks”) as of December 31, 2002, and the related consolidated statements of operations and
comprehensive loss, stockholders’ equity, and cash flows for the year then ended. Our audit also included the
financial statement schedule listed in the index at Item 15(a)(2). These financial statements and 2002 schedule
are the responsibility of PracticeWorks’ management. Our responsibility is to express an opinion on these
financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States.
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An andit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the financial statements and schedule referred to above present fairly, in all material
respects, the consolidated financial position of PracticeWorks, Inc. and subsidiaries at December 31, 2002, and
the consolidated results of its operations and its cash flows for the year then ended in conformity with accounting
principles generally accepted in the United States.

As discussed in Note 1 to the consolidated financial statements, in 2002 PracticeWorks ceased amortization
of goodwill and other indefinite lived intangible assets in accordance with Statement of Financial Accounting
Standards No. 142, “Goodwill and Other Intangible Assets.”

/s/  Ernst & Young LLP

Atlanta, Georgia
February 4, 2003
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REPORT OF INDEPENDENT CERTIFIED PUBLIC ACCOUNTANTS

Board of Directors
PracticeWorks, Inc.
Atlanta, Georgia

We have audited the accompanying consolidated balance sheet of PracticeWorks, Inc. as of December 31,
2001 and the related consolidated statements of operations and comprehensive loss, changes in stockholders’
equity, and cash flows for each of the two years in the period ended December 31, 2001. These financial
statements are the responsibility of the Company’s management. Cur responsibility is to express an opinion on
these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of PracticeWorks, Inc. at December 31, 2001, and the results of its operations and its cash
flows for each of the two years in the period ended December 31, 2001 in conformity with accounting principles
generally accepted in the United States of America.

BDO SEIDMAN, LLP

Atlanta, Georgia

February 5, 2002 (except for Note 12(c)
which is as of March 15, 2002)
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PRACTICEWORKS, INC,
CONSOLIDATED BALANCE SHEETS

ASSETS
Current:

Cashand cash equIvalents ... ... .ot i e
Accounts receivable-trade, net of allowance of $530and $1,408 .. .. ... ... i
Other receivables . . ...
VMO Y o o e e
Deferred iNCOME tAX @SSES . . .\ .\ttt e ettt et e e
Prepaid expenses and other CUITENT @SSETS . . . .« ottt vttt ettt i et e

TOtAl CUITENL ASSELS . o v v ittt e et et ettt et e et e e e e e e e e e e
Property and equipment, net of accumulated depreciation of $8,065and $5,153 ................ ... ool
GOOdWIll L e e e e
Capitalized software development COSES ... ... .ttt
Acquired developed technologies . ... .. ... . i
Other INtangible aSSets . . . .. o ottt e e
Deferred INCOME TaX @SSEIS . . o vttt ittt et et et et e et e et e e e e e e e
Investments in and advances to affiliate .. ... ... . ... e
[ 17 g 113 ¢

Current liabilities:

ACCOUNES PAYADIE . .. . e e
Foreignincome tax payable .. ... ... . .. .
ACCTUEA EXPEINSES . . ottt et ettt et e e e e
Accrued TeStIUCIUIIAZ COSS . . .ttt ettt et ettt et e et ettt et e e e e e
Deferred revenue and customer depoSits .. ... vv it
Current portion of long-term debt ... ... ... e

Total current Habilities . . . . .. oot e e e e
Long-term debt, 1ess CUTTENt POTTION . ... .. vttt ittt ettt et e et et
Deferred income tax liability . ...... ..o
Other HIabilities . ... e e e e

Total HabilItes . . .o e e e e e

Commitments and contingencies
Preferred stock, $0.01 par value; 20,000,000 shares authorized:

Series A 6.5% convertible redeemable preferred; liquidation preference and redemption value $32,000; shares
issued and outstanding of 32,000; carrying value includes accrued dividends of $1,697 and is net of $9,205
unamortized diSCOUNT . .. .. ... e

Series B 6.0% convertible redeemable preferred; liquidation preference and redemption value $5,199 and
$5,198, respectively; shares issued and outstanding 955,779 and 955,593, respectively; carrying value
includes accrued dividends of $451 and $126 and is net of $1,080 and $1,380 unamortized discount,

TSP Tt VLY L .o e

Series C convertible redeemable preferred; liquidation preference and redemption value $5,000; shares issued
and outstanding of 100,000; carrying value includes $767 accrued redemption premium ... .............

Series D preferred stock, no shares issued and outstanding ............ ... ... e

Stockholders’ equity

Common stock $0.01 par value, 100,000,000 authorized, 17,687,872 and 11,022,743 issued and outstanding,
TESPECHIVELY . ot e
Additional paid-in capital ... ... .. e
Deferred cOMPEnSation . ... ... ...ttt et e e e e
Accumulated deficit . . ... . e
Accumulated other comprehensive income (1I08S) . . ... v 'ttt e e

Total stockholders” equity . ... ..o i e e

See accompanying notes to consolidated financial statements.
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December 31,

2002

2001

(In thousands, except
share and per share

amounts)
$ 11,028 § 6,555
23,228 6,306
1,383 1,462
7.849 894
300 632
1,422 507
45,210 16,356
8,188 6,628
78,200 45,412
12,428 12,620
17,365 —
12,221 5,337
6,305 4,725
4,584 —
1,408 215
$185,909 $91,293
$ 13,132 $ 3,010
3,982 —
13,221 6,768
322 845
14,636 12,476
8,729 4,379
54,022 27478
33,921 20,258
6,982 —
722 —
95,647 47,736
— 24,492
4,570 3,944
— 5,767
177 110
117,622 35,518
(736) (821)
(32,533) (25,428)
1,162 (25)
85,692 9,354
$185,909 $ 91,293



PRACTICEWORKS, INC.
CONSOLIDATED STATEMENTS CF OPERATIONS AND COMPREHENSIVE LOSS

Year Ended December 31,
2002 2001 2000
(In thousands except per share data)

Revenues:

RECUITING . .ot e e e e $ 55,301 $42292 § 26,361

NOR-TECUITING . o . oottt e e e e e 31,801 18,087 13,654
Total revenues .. ... ... e 87,102 60,379 40,015
Operating expenses:

Purchases forresale ........... .. ... ... i 16,751 8,932 5,337

Selling, general and administrative ........... ... .. .. ... ... ... 52,425 46,819 38,895

Researchanddevelopment . .......... ... ... ... i, 3,416 2,241 3,481

Amortizationof goodwill .. ... .. ... . — 22,805 15,823

Depreciation and amortization of other intangible assets .............. 7,381 4,580 1,427

Purchased research and development ... ......... ... ... ... . ..... 12,263 — —

Restructuring (benefit) charge .......... ... . ... o i i, 225) (136) 3,869

Other non-recurring charges .......... ... i 82 3,511 3,541

Gainon sale of fixed asS€tS ... ...ttt e —_— — (636)
Total Operating EXpemses ... ... vvt vttt ittt 92,093 88,752 71,737
Operating Joss . . ..ot e (4,991) (28,373) (31,722)
Other (income) expenses:

InteresSt iNCOME . .. o o\ttt e e e e (391 — —

INtErest @XPEnse .. ... ...ttt 1,429 2,439 2,117

Other interest expense—debt extinguishment costs .............. . ... 889 — —

Equity inlossof affiliate .......... ... ... ... ... . i 89 — —
Total other expenses .. ... .. i 2,016 2,439 2,117
Loss before inCome taxes ... ... it i (7,007) (30,812) (33,839)
Provision (benefit) for income taxes .............. ..ot 98 — (4,399)
NEtOSS © .ot (7,105) (30,812) (29,440)
Dividends:

Accrued and accretive preferred dividends ............ .. .. . oL 2,870 4,504 —

Deemed dividend from redemption of series A preferred stock ......... 7,625 — —
Total dividends . .. ... . .o e 10,495 4,504 —
Net loss available to common stockholders .. ........................... $(17,600) $(35,316) $(29,440)

Per share data:
Basic and diluted:

Nt 0SS . oottt $ (048 $ (3.36) $ (35D

Accrued, accretive and deemed dividends . ............ ... ... ... ... (0.70) (0.49) —

Net loss available to common stockholders ......................... $ (1.18) $ (385 3 (3.5
Shares used in computing per share amounts:

Basicanddiluted ........... ... e 14,930 9,178 8,384
Comprehensive loss:

Nt 108S & .ttt $ (7,105) $(30,812) $(29,440)

Translation adjustments .............. ... oot i 1,187 (134) 109
Total comprehensive [0SS . ... ..ottt $ (5,918) $(30,946) $(29,331)

See accompanying notes to consolidated financial statements.
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PRACTICEWORKS, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS

Year Ended December 31,
2062 2001 2000
(In thousands, except share amounts)
CASH PROVIDED BY (USED IN) OPERATING ACTIVITIES:
Nt 0SS o $ (7.105) $(30.812) $(29,440)
Adjustments to reconcile net loss to cash flows provided by (used in) operating activities:
Purchased research and development ......... ... ... ... .. .. i, 12,263 — —
Restructuring and other non-recurring charges . .. ........ .. ... i — (924) 3,637
Debt extinguishment Costs .. ... ... e 889 — —
Depreciation and amortization .. ....... ..ttt e 8,371 27,797 17,250
Provision for doubtful accounts ........ ... ... .. ... e (121) 901 611
Equity inlossof affiliate .. ... ... ... . . i 89 — —
Gain on disposal of fixed assets . ........... . vt — — (636)
Deferred taXeS . oot e e e 95 — (4,399)
Changes in current assets and liabilities, net of acquisitions:
Trade and other receivables .. ........ .. i 29 1,117 (430)
Inventory, prepaid expenses and other current assets ...................uviin. 313 (184) (147)
Accounts payable and accrued expenses .. ........ . ol (2,620) 1,678 2,604
Deferred revenue and customer deposits ............. i i i (857) (186) 2,347
Cash provided by (used in) operating activities . ..............oovvivinineennnn 11,346 (613) (8,603)
CASH USED IN INVESTING ACTIVITIES:
Cash paid for aCqUISItIONS . . . .ot ettt e (62,654) (4,678) (15,257)
Additional purchase price consideration . ......... ... ... . it (495) — (4,400)
Property and equipment expenditures . .. ... .ttt e e (1,985) (2,122) (3,604)
Cash paid for intangible @ssets . ... . i e (2,409) (1,987) (2,905)
Investment in and advances to affiliate . . ... ... . e (4,673) —_ —
ONeT e e 35 106 (804)
Cash used in investing activities ... ... oot e (72,181) (8,681) (26,970)
CASH PROVIDED BY FINANCING ACTIVITIES:
Proceeds from issuance of common stock, net .. ... ... i i 63,766 6,747 —
Borrowings of long-termdebt . .. ... ... L 40,352 — 12,543
Principal payments on long-termdebt .......... ... ... ... o (22,907) (229) (186)
Redemption of series A preferred stock ....... ... . .. i i (15,000) —_ —
Proceeds from exercise of stock options and warrants ........... ... ... 0iein... 797 423 —
Proceeds from sale of series C convertible redeemable preferred stock,net ............. — 4,741 —
Net cash advances from VitalWorks InC. ... . i —_ 344 24,658
Payment of deferred 10an costs ... ... ..o e (1,951) (183) —_
ORer . e e e _ a4 (8) —
Cash provided by financing activities . ... ...... ... 65,043 11,835 37.015
Effect of exchange rate changes on cash and cash equivalents ...................... ... 265 35 10
Net increase in cash and cashequivalents .......... ... . i eiiinnnins 4,473 2.576 1,452
Cash and cash equivalents, beginning of year ............... ... ... ... o oo 6,555 3979 2,527
Cash and cash equivalents,end of year. . ....... ... ... ... . i i i $ 11,028 $ 6,555 $ 3979
NONCASH INVESTING AND FINANCING TRANSACTIONS:
Issuance of common stock and warrant for redemption of series A preferred stock . .... $ 19,053 5 — $ -
Issuance of common stock for conversion of series C preferred stock . ............... 6,076 — —
Issuance of common stock for purchased technology . ............ ... ... . oL 1,502 — —
Issuance of common stock to settle obligations .............. ... ... 1,255 617 —_
Issuance of notes payable for acquisitions ................ ... o 336 2,655 —
Issuance of series A convertible redeemable preferred stock for InfoSoft acquisition, net
Of dISCOUNt . . oo e e e — 21,000 —
Issuance of 9,237,290 shares of common stock in exchange for net assets in spin-off ... — 26,238 —
Issuance of series B convertible redeemable preferred stock for Medical Dynamics
acquisition, net of discount . ... ... — 3,812 —
Issuance of VitalWorks Inc. common stock for acquisitions ....................... — 2,297 2,386
Issuance of common stock for acquisitions ............ ... ... . o o — 2,282 —
Issuance of restricted stock award . ... e — 841 —
Issuance Of SIOCK WAITAMES ... oo vt vt te e et ta et st et e e e e e aans — 786 —_
Disposal of building under capital lease obligation .............................. — — (1,109)
Issuance of VitalWorks Inc. common stock to settle obligations .................... — — 400
ADDITIONAL CASH FLOW INFORMATION:
INterest Paid . ... .t t  as $§ 1,159 $ 1,028 ;I
Income taxes Paid . .. ..ottt $ — $ — 8 —

See accompanying notes to consolidated financial statements.
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PRACTICEWORKS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. Nature of Operations and Basis of Presentation

The Company is a provider of software-based information technology for dentists, orthodontists and oral
and maxillofacial surgeons throughout the United States, and, on a more limited basis, in Europe, Canada and
Australia. The Company’s offerings include practice management applications, ongoing maintenance and support
and training, electronic data interchange, or EDI, services and business-to-business e-commerce services and, for
2002, digital radiography and cosmetic imaging systems. These systems and services are designed to increase the
quality and reduce the cost of providing care by allowing dentists and physicians to manage their practices more
efficiently and reduce the administrative burdens created by an increasingly complex healthcare environment. On
December 23, 2002, PracticeWorks completed the acquisition of Trex Medical France SA and its subsidiaries,
principally Trophy Radiologie SA (“Trophy”). Trophy develops, manufactures and markets conventional x-ray
and digital radiography imaging systems, primarily for the dental market. Trophy markets its products
worldwide.

PracticeWorks, Inc. began as an operating division of its former parent, VitalWorks Inc. (“VitalWorks),
(formerly known as InfoCure Corporation). PracticeWorks, Inc. was incorporated in Delaware in August 2000,
and on March 5, 2001, VitalWorks spun-off the operations through a pro rata distribution to its stockholders of
all of PracticeWorks’ common stock in a tax-free distribution. The spin-off was effected through the dividend of
one share of PracticeWorks common stock for every four shares of VitalWorks common stock held by
VitalWorks stockholders of record on February 21, 2001. Results of operations prior to the spin-off are those of
PracticeWorks, a division of VitalWorks, considered the predecessor to PracticeWorks, Inc. For purposes of
these financial statements the term “PracticeWorks” or the “Company” means PracticeWorks, a division of
VitalWorks, for periods prior to the spin-off, and PracticeWorks, Inc. for periods after the spin-off, The
consolidated financial statements include the accounts of PracticeWorks and all of its wholly-owned subsidiaries
(collectively, the “Company”). The Company’s fiscal year ends on December 31. All significant intercompany
balances and transactions have been eliminated in consolidation.

2. Summary of Sigrificant Accounting Policies
Revenue Recognition

The Company reports two types of revenue: recurring and non-recurring. Recurring revenue includes
maintenance and support services, subscription services for software and related support, and e-services (EDI
services and royalties and other revenues from e-commerce and other Internet-based services). Non-recurring
revenue includes one-time sales of software licenses and systems, fees for training and implementation services,
and Trophy equipment sales.

Revenue from maintenance and support services and subscriptions, which typically have contract terms
varying from one to three years in length, is recognized ratably over the life of the contract. Revenue from e-
services is recognized as the service is provided. Revenue from the sale of software licenses is recognized when
persuasive evidence of an arrangement exists, delivery has occurred or training has been provided, whichever is
later, fees are fixed or determinable, and collectibility is probable. Revenue from hardware sales is recognized
upon product shipment, terms of which are typically FOB shipping point. Revenue from training and
implementation services is recognized as the service is provided. Revenue from Trophy equipment sales is
recognized when no significant vendor obligation remains, title to the equipment passes (depending on terms,
either upon shipment or delivery), and the customer has the intent and ability to pay in accordance with contract
payment terms that are fixed and determinable. Outside of the United States, Trophy sells to a network of third
party distributors. Revenue is recognized at the time of delivery to the distributor as title passes and no right of
return exists. Amounts received from customers in advance of product shipment or service periods are recorded
as deferred revenue or customer deposits.
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PRACTICEWORKS, INC.
NOTES TQ CONSCLIDATED FINANCIAL STATEMENTS—(Continued)

Shipping and handling charges billed to customers are recorded as a component of revenue, the
corresponding costs are included in selling, general and administrative expenses and are not significant.

Cash and Cash Equivalents

Cash and cash equivalents include all highly liquid investments with initial maturity dates of no more than
three months.

Fair Value of Financial Instrumemnts

The fair value of financial instruments is the amount at which the instrument could be exchanged in a
current transaction between willing parties. Management estimates that the carrying amounts of the Company’s
financial instruments included in the accompanying balance sheets are not materially different from their fair
values with the exception of the series C preferred stock that the Company believes had a fair value of $10.0
million on December 31, 2001.

Inventories

Inventories are stated at the lower of cost, determined on the average cost method, or market (net realizable
value). The Company establishes reserves for inventory estimated to be obsolete, unmarketable or slow moving
on a case by case basis, equal to the difference between the cost of inventory and estimated market value based
upon assumptions about future demand, technology changes and market conditions.

Warranty Costs

The Company, as a result of the Trophy acquisition, provides customers a limited warranty, generally two
years, with each Trophy product and provides for warranty costs at the time of sale based upon historical claims
experience. Actual warranty costs incurred are charged against the accrual when paid. From the date of the
Trophy acquisition through December 31, 2002, warranty costs were immaterial.

Property and Equipment

Property and equipment, including equipment under capital leases, are stated at the lower of fair value or
historical cost. Depreciation is computed over the estimated useful lives of the related assets using the straight-
line method for financial reporting and primarily accelerated methods for income tax purposes. Substantial
betterments to property and equipment are capitalized and repairs and maintenance are expensed as incurred.

Capitalized Software Development Costs

Costs incurred, such as planning, designing, coding and testing, for computer software to be sold, leased or
otherwise marketed are expensed as incurred prior to establishing the technological feasibility of a product.
Technological feasibility is generally achieved when the detailed program design or a working model has been
completed. For the period between the establishment of technological feasibility and the time a product is
available for general release, such costs are capitalized. Capitalized software costs are amortized using the
straight-line method over the estimated lives of the related products, which is generally four years. Capitalized
costs for each project are reviewed periodically to determine that the estimated useful lives are appropriate and
carrying values are recoverable based on estimated future cash flows and revisions to estimated lives or
impairment charges are recorded as necessary.
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PRACTICEWORKS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Costs of Computer Software Developed for Internal Use

Computer software development costs that are incurred during the preliminary stage of development, such
as product evaluation and selection, are expensed as incurred. Costs incurred during the application development
stage, such as design coding and installation, are capitalized and amortized over the useful life of the product,
which is generally four years, and are included in capitalized software development costs on the consolidated
balance sheet. Training, maintenance and data conversion costs are expensed as incurred.

Goedwill and other Intangible Assets

Goodwill represents the excess purchase price of net tangible and intangible assets acquired in business
combinations over their estimated fair value. In July 1, 2001, the Financial Accounting Standards Board
(“FASB”) issued Statement of Financial Accounting Standards (“SFAS”) No. 142, “Goodwill and Other
Intangible Assets.” SFAS No. 142 requires goodwill and other acquired intangible assets that have an indefinite
useful life to no longer be amortized; however, these assets must undergo an initial impairment test and be
reviewed for impairment at least annually thereafter. The Company adopted certain provisions of SFAS No. 142
effective July 1, 2001 and the remaining provisions effective January 1, 2002. Concurrent with the adoption
effective January 1, 2002, the Company performed the initial impairment test using an income approach, the
results of which yielded no impairment. The Company completed the annual impairment test as of October 1, ‘
2002 (the “Measurement Date”), the results of which indicated that there was no impairment of goodwill and
other acquired intangible assets as of the Measurement Date. Additionally, no events have occurred subsequent to
the Measurement Date that would indicate impairment.

The following table presents the impact of SFAS No. 142 on net loss and net loss available to common
stockholders and respective per share data had the accounting standard been in effect for 2001 and 2000 (in
thousands, except per share amounts):

Year Ended December 31,
2002 2001 2000
(Im thousands, except per share data)

Netloss,asreported . ...t $ (7,105) $(30,812) $(29,440)
Goodwill amortization, netoftax ......... .. c.cciiiiiiin.. — 22,805 10,791
Netloss,asadjusted .. ...... .. i, (7,105) (8,007) (18,649
Accrued, accretive and deemed preferred stock dividends ......... 10,495 4,504 —
Net loss available to common stockholders, as adjusted ........... $(17,600) $(12,511) $(18,649)
Per share data—basic and diluted, as adjusted

Netloss,asreported . ...ttt $ (048 $ (3.36) $ (3.5D

Goodwill amortization, netoftax .................. ...... —_ 2.49 1.29

Netloss,asadjusted . .......... .o, (0.48) 0.87) (2.22)

Accrued, accretive and deemed preferred stock dividends ... .. (0.70) (0.49) —_

Net loss available to common stockholders, as adjusted .. ... .. $ (1.18) $ (1.36) $ (2.22)

Cther intangible assets include purchased and internally developed software and other technology, acquired
customer relationships, acquired customer maintenance contracts, acquired trade names, acquired patents and
deferred loan costs. Amortization of these intangible assets is computed over the estimated useful lives of the
respective assets. The useful lives for purchased intangible assets range from four to 18 years. During 2001 and
2000, the Company’s policy was to amortize Goodwill over its estimated useful life, three years, on a straight-
line basis. Deferred loan costs are amortized over the life of the respective loans at rates that approximate the
interest method.
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PRACTICEWORKS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Impairment of Long Lived Assets

The Company evaluates long-lived assets for impairment whenever events or changes in circumstances
indicate that the carrying value of such an asset may not be recoverable based on its expected undiscounted cash
flows. The amount of any impairment is measured as the difference between the carrying value and the fair value
of the impaired asset. When such an impairment exists, the related assets will be written down to fair value.
There were no indicators of impairment of long-lived assets in 2002, 2001 or 2000.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States requires management to make estimates and assumptions that affect the reported amounts of assets
and liabilities and disclosures of contingent assets and liabilities at the dates of the financial statements and the
reported amounts of revenues and expenses during the reported periods. Actual results could differ significantly
from those estimates.

Foreign Currency Translation

The functional currency for the Company’s foreign operations is the applicable local currency. The
translation from the applicable foreign currencies to U.S. dollars is performed for balance sheet accounts using
current exchange rates in effect at the balance sheet date, historical rates for equity and the weighted average
exchange rate during the period for revenue and expense accounts. The gains or losses resulting from such
translations are included in stockholders’ equity. For intercompany debt denominated in a currency other than the
functional currency, the remeasurement into the functional currency is also included in stockholders’ equity as
the amounts are considered to be of a long-term investment nature.

Stock Based Compensation Plans

The Company accounts for its stock-based compensation plans under the provisions of APB No. 25,
“Accounting for Stock Issued to Employees.” In Note 12, the Company presents the disclosure requirements of
SFAS No. 123, “Accounting for Stock-based Compensation” and SFAS No. 148, “Accounting for Stock-Based
Compensation—Transition and Disclosure.” SFAS No. 123 requires companies that elect not to account for
stock-based compensation as prescribed by that statement to disclose, among other things, the pro forma effects
on operations as if SFAS No. 123 had been adopted. SFAS No. 148 provides for alternative methods of
transitioning to SFAS No. 123 (see Recent Accounting Pronouncements). The Company will continue to use the
intrinsic value method of accounting for stock-based compensation as allowed by SFAS No. 148. No
compensation expense for employee stock options is reflected in net loss available to common stockholders as all
options granted under the plans had an exercise price equal to the market value of the common stock on the date
of the grant. For purposes of pro forma disclosures, the estimated fair value of the options is amortized to
expense over the options’ vesting period. The Company’s pro forma information, based on the options held by
the Company’s employees, is as follows (in thousands, except per share data):

Year Ended December 31,
2002 2001 2060

Net loss available to common stockholders:

ASTEPOITEA L v\ vttt ettt e et e e $(17,600) $(35,316) $(29,440)

Total stock-based compensation eXpense ................coveennn.n 4339 3,659 5,561

Proforma ......... .0 R $(21,939) (38,975) (35,001)
Net loss available to common stockholders per share:

ASTEPOrtEd . ..\t e $ (1.18) $ (385 $ (3.5

Proforma . ... . e (1.47) 4.25) 4.17)



PRACTICEWORKS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

The pro forma net loss may not be representative of future disclosures since the estimated fair value of stock
options granted subsequent to the spin-off are amortized to expense over the vesting period, which was only a
partial year in 2001. For fiscal years ended prior to December 31, 2001, the pro forma results would be the same
as the actual results reported, as there were no PracticeWorks options in existence prior to the spin-off.

Income Taxes

The Company accounts for income taxes under the asset and liability method which requires the recognition
of deferred tax assets and liabilities for the expected future tax consequences of events that have been recognized
in the Company’s financial statements or tax returns. In estimating future tax consequences, the Company
generally considers all expected future events other than possible enactments of changes in the tax laws or rates.

Restructuring Costs

Through December 31, 2002, the Company recorded restructuring costs, including the incremental costs and
liabilities to close redundant facilities and severance costs related to the Company’s employees, in accordance
with Emerging Issues Task Force (“EITE”) No. 94-3, “Liability Recognition for Certain Employee Termination
Benefits and Other Costs to Exit an Activity (including Certain Costs Incurred in Restructuring).” Liabilities
incurred as a result of exiting an activity of acquired companies are recorded in accordance with the guidance of
EITF No. 95-3, “Recognition of Liabilities in Connection with a Purchase Business Combination.”

Net Loss Per Share

Basic and diluted net loss per share amounts are presented in conformity with the SFAS No. 128, “Earnings
Per Share,” for all periods presented. In accordance with SFAS No. 128, basic and diluted per share amounts
have been computed using the weighted-average number of shares of common stock outstanding during each
period. Under SFAS No. 128, diluted earnings per share amounts are to be presented to include the effect of
potentially dilutive securities. For the years ended December 31, 2002 and 2001, potentially dilutive shares
totaled 2.0 million and 2.1 million consisting of 1.8 million and 179,000 related to stock options, 9,000 and
43,000 related to warrants and 155,000 and 1.9 million related to convertible preferred stock, respectively. The
potentially dilutive shares were excluded from the calculation because they were antidilutive. Prior to the spin-off
there were no potentially dilutive securities.

For purposes of these financial statements, shares used in computing historical basic and diluted net loss per
share are based on the distribution ratio of one share of PracticeWorks common stock for every four outstanding
shares of VitalWorks common stock.

Comprehensive Income (Loss)

Accumulated other comprehensive income (loss) presented in the accompanying consolidated balance
sheets consists of cumulative currency translation adjustments. There have been no tax effects provided on
currency translation amounts as the amounts are considered to be permanently invested.

Advertising Expenses

The Company expenses all advertising costs as incurred. Advertising expenses were $1.4 million, $1.0
million and $840,000 for years ended December 31, 2002, 2001 and 2000, respectively.

Reclassification

Certain prior year amounts have been reclassified to conform with the current year presentation.
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PRACTICEWORKS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Recent Accounting Pronouncements

In June 2001, the FASB issued SFAS No. 142 which superceded APB No. 17, “Intangible Assets,” and as
discussed above, requires goodwill and other acquired intangible assets that have an indefinite useful life to no
longer be amortized; however, these assets must undergo an initial test of impairment and be reviewed for
impairment at least annually thereafter or more frequently when events or circumstances indicate that an
impairment may have occurred. The Company adopted certain provision of SFAS No. 142 effective July 1, 2001
and the remaining provisions effective January 1, 2002. The Company performed the required impairment tests
in 2002, the results of which yielded no impairment.

In August 2001, the FASB issued SFAS No. 143, “Accounting for Asset Retirement Obligations.” SFAS
No. 143 addresses financial accounting and reporting for obligations associated with the retirement of tangible
long-lived assets and the associated retirement costs. SFAS No. 143 is effective for fiscal years beginning after
June 30, 2002. The Company does not anticipate the adoption of this standard to have a material impact on the
financial statements.

In October 2001, the FASB issued SFAS No. 144, “Accounting for the Impairment or Disposal of Long-
Lived Assets,” which supersedes SFAS No. 121, “Accounting for the Impairment of Long-Lived Assets and for
Long-Lived Assets to be Disposed Of.” SFAS No. 144 addresses financial accounting and reporting for the
impairment of long-lived assets and for long-lived assets to be disposed of. However, SFAS No. 144 retains the
fundamental provisions of SFAS No. 121 for: (1) recognition and measurement of the impairment of long-lived
assets to be held and used; and (2) measurement of long-lived assets to be disposed of by sale. SFAS No. 144
was effective for fiscal years beginning after December 15, 2001. The Company’s adoption of this standard did
not have a material impact on the financial statements.

In May 2002, the FASB issued SFAS No. 145, Rescission of FASB Statements No. 4, 44 and 64,
Amendment of FASB Statement No. 13 and Technical Corrections. SFAS No. 145 rescinded SFAS No. 4 which
required all gains and losses from extinguishment of debt to be aggregated and, if material, classified as an
extraordinary item, net of related income tax effect. As a result, the criteria in Opinion 30 will now be used to
classify these gains and losses. The Company adopted this standard during 2002. The Company recorded debt
extinguishment costs during the second quarter of 2002 in conjunction with the repayment of the credit facility
with FINOVA (see Note 7) in accordance with this standard.

In July 2002, the FASB issued SFAS No. 146, Accounting for Costs Associated with Exit or Disposal
Activities, and nullified EITF Issue No. 94-3. SFAS No. 146 requires that a liability for a cost associated with an
exit or disposal activity be recognized when the liability is incurred, whereas EITF No. 94-3 had recognized the
liability at the commitment date to an exit plan. The Company is required to adopt the provisions of SFAS
No. 146 effective for exit or disposal activities initiated after December 31, 2002. The Company does not expect
that the adoption of this standard will have a material impact on the financial statements and the standard does
not require prior periods to be restated.

In December 2002, the FASB issued SFAS No. 148, “Accounting for Stock-Based Compensation—
Transition and Disclosure.” SFAS No. 148 amends SFAS No. 123. Although it does not require the use of fair
value method of accounting for stock-based employee compensation, it does provide alternative methods of
transition. It also amends the disclosure provisions of SFAS No. 123 and APB No. 28, “Interim Financial
Reporting,” to require disclosure in the summary of significant accounting policies of the effects of an entity’s
accounting policy with respect to stock-based compensation on reported net income and earnings per share in
annual and interim financial statements. SFAS No. 148’s amendment of the transition and annual disclosure
requirements are effective for fiscal years ending after December 15, 2002. The amendment of disclosure
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requirements of APB Opinion No. 28 is effective for interim periods beginning after December 15, 2002. The
Company will continue to use the intrinsic value method of accounting in accordance with APB No. 25 as
allowed under SFAS No. 148 and has included the required disclosures under SFAS No. 148,

3. Business Combinations

The Company has completed several acquisitions in the periods presented, all of which have been accounted
for using the purchase method of accounting and all of which are included in the consolidated results of the
Company from the respective acquisition date.

2002 Acquisitions

On December 23, 2002, the Company acquired 100% of the outstanding common shares of Trex Medical
France SA (“Trophy”) a manufacturer of dental radiology products which are highly complementary to the
Company’s information management products. The results of Trophy’s operations have been included in the
consolidated financial statements since that date. Trophy develops, manufactures and markets conventional x-ray
and digital radiography imaging systems primarily for the dental market. Trophy’s products are marketed
throughout the world through a network of independent non-exclusive dental product sellers located in Europe,
Japan and through PracticeWorks in the United States.

Total consideration for this transaction through December 31, 2002 was approximately $50.7 million and
includes the agreed upon purchase price, a net working capital adjustment and transaction costs and is net of
acquired cash. The acquisition was funded using cash on hand and the Bank of America Credit Agreement
(“BOA Credit Agreement”) (see Note 10). Total goodwill recorded was $19.7 million, of which approximately
$300,000 is deductible for income tax purposes and is included in the Company’s Manufactured Products
segment.

The following information summarizes the initial allocation of fair values assigned to the assets and
liabilities at the acquisition date based on a preliminary valuation. Subsequent adjustments may be recorded upon
the completion of the valuation and the final determination of the purchase price allocation.

CUITENT ASSELS .+ o« vt vttt e e et e et e i e $ 22,310
Property and eQUIPIENT .. ... ... ...ttt et e 1,809
Customer relationships . ... ... .o e 1,033
Developed technologies .. ...... .. e 16,960
Trade names and other intangible assets . . .......... ... .. i 1,443
In-process research and development ........ .. ... .. i i 12,263
GoodWill .o 19,688
ONeT @SSt . . o ittt 1,314
Current Habilities . ... ... . e (19,306)
Non-current Habilities . ... ... .ot (6,805)
Net assets aCqUIred . .. ...t tet $ 50,709

The estimated useful lives of the intangible assets acquired are as follows:

Customer relationships .. ... ... i 6 years
Developed technologies . .. ... .ot 10 years
Trade DAMES . . . ... e Indefinite
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The $12.3 million assigned to in-process research and development assets was written off as a charge to

operating expenses at the date of acquisition in accordance with FASB Interpretation No. 4, “Applicability of
FASB Statement No. 2 to Business Combinations Accounted for by the Purchase Method.”

Additionally, in 2002, the Company completed the following three acquisitions with an aggregate purchase
price of $11.3 million:

o Dentrak Limited, based in the United Kingdom, a provider of software-based information technology to
dental practices.

o Team Management Systems Limited, based in the United Kingdom, a provider of software-based
information technology to dental practices.

e OMS Comp, based in New York, a provider of software-based information technology to oral and

maxillofacial surgeons.

The following information summarizes the allocation of fair values assigned to the assets and liabilities at
each of the acquisition dates.

CUITENE ASSEES .« o v v et et e e e e e e e e e e e e e e $ 2432
Property and eqUIPIENt ... ..ottt e 377
Capitalized SOftware . ... ... . 1,080
Customer maintenance CONMITACES . . . ottt vttt e et e et e e e e e e 1,335
Customer relationships . ... ... ... i 2,685
GoodWIll . ..o e e e e 6,713
Current lHabilities . .. . e e (3,154
Non-current liabilities ... ... ... . . e (132)
Netassets acquired . .. .. ..ottt e $11,336

The estimated useful lives of the intangible assets acquired are as follows:

Capitalized software . ... ... .. 4 years
Customer maintenance CONTACES . ... .. v vttt ettt ettt e e ie s 6 years
Customer relationships . ... ... .. o 10-18 years

Of the $6.7 million in goodwill, approximately $1.0 million was assigned to the Information
Technologies—United States segment and will be deductible for tax purposes. The remaining $5.7 million of
goodwill was assigned to the Information Technologies—International segment, of which approximately
$400,000 will be deductible for tax purposes.

2001 Acquisitions

On March 7, 2001, the Company acquired the membership interests of SoftDent, LLC, or InfoSoft, the
practice management subsidiary of Ceramco, Inc. (“Ceramco”), a wholly-owned subsidiary of DENTSPLY. At
the time of acquisition, InfoSoft was party to approximately 23 independent value added reseller (“VAR™)
agreements, which the Company intended to restructure. All of these VAR agreements have expired or been
terminated by the Company. In separate, negotiated transactions, the Company acquired the support business of a
number of the former VARSs. For the period from March 7, 2001 through December 31, 2002, the estimated fair
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value of aggregate consideration for the acquisition of InfoSoft and the various VAR support business assets was
approximately $27.1 million, represented by 32,000 shares of the Company’s series A convertible redeemable
preferred stock valued at $21.0 million (net of $11.0 million discount), cash consideration of $2.5 million, notes
payable of approximately $2.4 million, and transaction costs of $1.2 million. Of these amounts, approximately
$1.5 million of the aggregate consideration was incurred in 2002 consisting of cash consideration of $1.2 million
and a note payable of approximately $300,000. The Company recorded total goodwill of $25.6 million.

During the second quarter of 2001, the Company completed two smaller acquisitions for which the total
consideration was $2.4 million, represented by $1.6 million in cash, a $600,000 note payable, $166,000 in
transaction costs, and assumed net liabilities of $500,000. The Company recorded total goodwill of $2.9 million.

In August 2001, the Company completed the acquisition of Medical Dynamics, Inc. for which the estimated
fair value of the total consideration approximated $9.6 million, represented by approximately 977,000 of the
Company’s series B convertible redeemable preferred stock valued at $3.8 million (net of $1.5 million discount),
$2.3 million in PracticeWorks common stock, $2.3 million in VitaiWorks common stock, $19,000 in cash, and
$1.2 million in transaction costs. The Company recorded the issuance of VitalWorks common stock as a capital
contribution as the acquisition was attributed to the Company as part of the spin-off. The following information
summarizes the allocation of fair values assigned to the assets and liabilities at the acquisition date (in
thousands):

CUITENL ASSEES . . v vttt et ettt e e e ettt e e e e e e e $ 51
Capitalized SOftWATE . ... ... .. e 310
Customer maintenance COMITACTES . .. o\ v vt vt et e et et i e a et neeanees 862
Customer relationships . ... . e e 3,149
GoOdWill .o 8,255
Current Habilities . ... ot e e (985)
Non-current Habilities . ... .. . i e (2,067)
Netassets acquired . ... ..ttt e $ 9,575

The estimated useful lives of the intangible assets acquired are as follows:

Capitalized sOftwWare . .. ... .. . 4 years
Customer Maintenance COMTACTS . .. ... u ittt et ettt e o e 8 years
Customer relationships . ... ..ottt e 18 years

In connection with the acquisition, the Company acquired tax net operating loss carryforwards totaling
approximately $24.0 million. These net operating loss carryforwards are subject to limitations resulting from the
change in ownership provisions in the federal tax code. The Company applied the limitation provisions and
projects that approximately $13.5 million of these net operating loss carryforwards could be utilized to offset
future taxable income. The deferred tax asset associated with these loss carryforwards totals approximately $5.0
million. The Company recorded a valuation allowance to reduce this deferred tax asset to zero. Future realization
of this deferred tax asset will reduce goodwill arising from this acquisition. Additionally, the goodwill associated
with this acquisition will not be deductible for tax purposes.

2000 Acquisitions

VitalWorks completed six acquisitions in 2000 that were attributed to PracticeWorks in the spin-off. The
aggregate consideration was approximately $15.8 million, represented by $13.4 million in cash and $2.4 million
in VitalWorks common stock.
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Certain of the Company’s acquisitions provide for additional consideration based on the acquired company
attaining specified revenue or operating income goals. In 1999, contingent consideration of approximately $4.4
million was earned and accrued as additional purchase price pursuant to the terms of the original purchase
agreements of a 1998 acquisition and was paid during 2000 and recorded as additional goodwill. In 2002,
contingent consideration of approximately $1.4 million was earned and paid as additional purchase price
pursuant to the terms of the original purchase agreements of a 1999 acquisition and recorded as additional
goodwill. Approximately $900,000 of this amount was paid through the issuance of common stock. As of
December 31, 2002, maximum contingent consideration payable based on future performance was approximately

$1.3 million and could be earned through September 2004. There was no contingent consideration earned during
2001 or 2000.

The following unaudited pro forma information presents the results of operations of the Company as if each
of the material acquisitions had occurred as of the beginning of the immediately preceding period. The pro forma
information is not necessarily indicative of what would have occurred had the acquisitions been made as of such
periods, nor is it indicative of future results of operations. The pro forma amounts give effect to appropriate
adjustments for the fair value of the assets acquired, purchased research and development charge, amortization of
intangibles, interest expense and income taxes.

Year Ended December 31,
Pro Forma Amounts (unaudited) 2002 2001 2000
(In Thousands, Except
Per Share Data)

Revenue . ... e e $140,785 $115,921 $ 51,428
Netincome (10SS) .. .ottt i e e $ 7453 $(54,203) $(35,655)
Accrued, accretive and deemed dividends on preferred stock ... ... 10,495 5,127 4418
Pro forma net loss available to common stockholders ............ $ (3,042) $(59,330) $(40,073)
Pro forma net loss available to common stockholders per share—

basicanddiluted .......... ... ... ... . . $ ©020) %8 (6.46) § (4.78)
Weighted average shares outstanding . ............. ... ... .... 14,930 9,178 8,384

4. Restructuring and Other Charges

The 2001 Plan. On October 23, 2001, PracticeWorks announced plans to consolidate substantially all of its
domestic operations into one facility. The plan entailed the closure of two facilities, reducing the scope of
operations in a third facility and the termination of approximately 110 employees company wide. The Company
recorded a charge of $808,000 in the fourth quarter of 2001 summarized in the table below. In 2002, the
Company added 50 employees in Atlanta to absorb the functions of the closed locations and negotiated the
termination of a lease of a closed facility recording a reduction through earnings in the restructuring reserve of
$220,000. The remaining closed facilities have operating leases with various expiration dates through 2005.

The 2000 Plan. On August 1, 2000, VitalWorks announced its plans to restructure each of its medical and
dental operating divisions, VitalWorks and PracticeWorks, respectively, through a plan of employee reductions
and consolidation of existing facilities. During the third and fourth quarter of 2000, PracticeWorks closed or
consolidated 11 facilities and terminated approximately 145 employees company wide. The Company recorded
approximately $3.1 million in restructuring costs in 2000 summarized in the table below. During 2001, the
Company recorded a reduction through earnings in accrued restructuring costs of approximately $944,000 due to
the negotiation to terminate the lease of a closed facility and the reduction in severance payments resulting from
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the early departure of employees eligible to receive these payments. The remaining closed facility has an
operating lease which expires in 2003.

The 1999 Plan. In the fourth quarter of 1999, VitalWorks decided to restructure its business into medical
and dental divisions, change its product strategy to begin development of ASP applications and Internet
solutions, transition to a subscription based pricing model and also completed six acquisitions. Concurrently,
management committed to a plan of restructuring and reorganization, which was completed in the second quarter
of 2000, related to acquisitions completed during 1999 to consolidate certain facilities and eliminate staffing
redundancies involving approximately 50 employees company wide. As summarized in the table below, the
Company recorded approximately $816,000 during the year ended December 31, 2000 related to the 1999
restructuring plan.

A description of the type and amount of restructuring costs and other charges recorded at the commitment
date and subsequently incurred for all of the restructurings discussed above are as follows (in thousands):

Reserve Additions/ Costs Reserve Additions/ Costs Reserve Additions/ Costs Reserve
Balance Adjust-  Applied Balance Adjust-  Applied Balance Adjust-  Applied Balance
December 31, mentsto Against December 31, mentsto Against December 31, mentsto Against December 31,
1999 2802

Reserve Reserves 2000 Reserve Reserves 2001 Reserve Reserves
2001 PLAN
Facility closure and
consolidation ... .... $— $ — & — $ — $668 $— $668 $(220) $(144) $304

Compensation costs for
severance and other
termination
benefits ...........

2001 Plan Total ...

—_ — — 140 (22) ﬁ (5) (113)
— — — 808 (22) 786 (225) (257)

E

2000 PLAN
Facility closure and
consolidation ... .... — 1,312 (90) 1,222 (653) (510) 59 — 41 18
Compensation costs for
severance and other
termination
benefits ...........
Other asset write-downs
andcosts ..........

2000 Plan Total . ..

1,691 (1,074) 617 (291) (326)

50 (50) — — —
3,053 (1,214) 1,839 (944) (836)

(41)

]
=1

(.
O

]

1999 PLAN

Facility closure and

consolidation ....... 95 14 (109) — —_— — — —_ — —
Compensation costs for

severance and other

termination

benefits ........... — 628 (628) — — — — — — —
Contingent

consideration payable

to former stockholders

of entities whose

products were

discontinued as part

of the consolidation

and restructuring . . .. 350 — (350) — — —
Other asset write-downs

andcosts .......... — 174 (174) — — —

1999 Plan Total . . . 44 816  (1,261) — — —
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$445 $3.869 $(2,475) $1,839 $(136)  $(858)
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Non-recurring Charges

In 2002, the Company recorded $82,000 of non-recurring charges for costs related to the 2001 restructuring
that were not eligible for accrual at the time the restructuring was announced. The Company recorded $3.5
million and $1.4 million in 2001 and 2000 respectively, primarily for costs related to the spin-off (Note 1).
Additionally, concurrent with the 2000 restructuring plan, the Company recorded a non-recurring charge of
approximately $2.1 million, consisting primarily of $1.5 million related to inventory impairment and $500,000
related to assets that were abandoned.

5. Inventories

Inventories consist of the following:

2002 2001
(In Thousands)
Manufactured Products:
Component and SPare Parts . .. ....... ..ottt e $3,872 $—
WOTK-II-PIOBIESS o\ vttt ettt e e et e e e 359 —
Finished goods . ....... . 2939 —
7170 —
Purchases forresaleand other ........... . ... it 679 894
$7,849 $894
6. Property and Equipment
Major classes of property and equipment consisted of the following:
(Years) 2002 2001
(In Thousands)
Office and computer equipment .. ..........coovieeiernaan... 3-5 $11,481 $ 7,462
Furniture and fixtures . ... .. .ot 5 2,263 2,010
Leasehold improvements and other ........................... 5-25 1,708 1,383
Equipment under capital leases ............... ... . ... 5 801 926
16,253 11,781
Less accumulated depreciation . .. ... ..ot i i (8,065) (5,153)

$ 8,188 $ 6,628

Depreciation was approximately $2.9 million, $2.1 million, and $1.0 million for the years ended December
31, 2002, 2001 and 2000, respectively. In connection with the restructuring plans described in Note 4, the
Company disposed of property and equipment, primarily office and computer equipment, with a net book value
of approximately $500,000 for the year ended December 31, 2000.
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7. Other Intangible Assets

Other intangible assets consisted of the following:

Estimated
Eﬁiil;ﬂ December 31,
(Years) 2002 2001
(In Thousands)
Acquired customer relationships 7,057 3,149
Acquired maintenance contracts 2,246 862
Deferred loan costs 2,073 2,282
Acquired trade names Indefinite 1,468 —
115 205

12,959 6,498
Less accumulated amortization (738) (1,161)

$12,221 § 5,337

Capitalized software development COSts . ..........ccoiinrneinenn... 4 $19,304 $15,366
Less accumulated amortization . .......... . ottt i (6,876) (2,746)

$12,428 $12,620

Acquired developed technologies .......... ... ... .. . i i i, 10 17,403 —
Less accumulated amortization . ............... ...t (38) —
$17,365 § —

(a) Loan costs are amortized over the life of the respective loans at rates which approximate the interest
method.

In January 2002, the Company acquired the cosmetic imaging technology assets of the business formerly
known as Dicom. The purchase price totaled approximately $1.6 million consisting of approximately 161,000
shares of common stock valued at $1.5 million, assumed liabilities of approximately $100,000 and transaction
costs of approximately $45,000. The purchased technology is included in capitalized software development costs.
Amortization of capitalized software charged to operations was approximately $4.3 million, $2.4 million, and
$432,000 for the years ended December 31, 2002, 2001, and 2000, respectively. Amortization of acquired and
other intangibles charged to operations was approximately $676,000, $150,000 and $28,000 for the years ended
December 31, 2002, 2001 and 2000, respectively.

Estimated amortization expense for amortizable intangible assets for the years ended December 31 is as
follows:

In thousands

2003 $6,953
2004 L 6,970
2005 4,797
2006 . 3,150
2007 L 2,748
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Loan cost amortization charged to interest expense was approximately $500,000, $697,000 and $315,000 for
the years ended December 31, 2002, 2001 and 2000, respectively. The Company recorded debt extinguishment
costs of approximately $889,000 related to the early retirement of the FINOVA credit facility (see Note 10).

8. Imvestment in and advances to affiliate

In June 2002, the Company acquired a minority interest in PracticeWares, Inc. (“PracticeWares”), a dental
supply company, for $1.0 million. PracticeWares has a fiscal year end of September 30. Additionally, the
Company advanced $3.5 million in the form of a $3 million long-term loan and a $500,000 short term loan due in
2003. The Company expects to be repaid a portion of these loans when PracticeWares enters into a financing
arrangement with specified terms with a senior lender. The loan is secured by a pledge of all of the outstanding
common stock of PracticeWares as well as personal assets of certain PracticeWares management. The Company
also has the option, under certain conditions, to acquire the remaining equity interest in PracticeWares it does not
own. The investment is being accounted for using the equity method of accounting. The Company’s share of the
results of operations for PracticeWares for the year ended December 31, 2002 was a loss of $89,000 recorded as
equity in loss of affiliate.

In connection with the investment, the Company entered into a long-term distribution agreement with
PracticeWares under which PracticeWares will be able to offer its dental supplies to PracticeWorks customers in
exchange for royalty payments to the Company on these sales. Royalties during 2002 were negligible.
PracticeWares also entered into a long-term license agreement with the Company for the use of its e-commerce
software. The fee for the license agreement was recorded at present value in other liabilities and is being
recognized ratably over the life of the 20 year agreement. Payments are scheduled to be received on a monthly
basis, beginning in June 2004 through May 2009.

9. Accrued Expenses

Accrued expenses consists of the following:

December 31,

2002 2001

(In Thousands)
Compensation and benefits . ........... .. .. ... ... ... $ 3,779 $2,308
W aITANIIES . L ot ettt et e e e e e e 3,501 —
Taxes, other than INCOME . . ...ttt e e e e e 2,247 677
Accrued purchases forresale .. ... ... L 1,460 873
Lease facility and utilities ... ... ...t e 826 1,230
Professional fees . ... . e 363 660
Ot L 1,045 1,020

$13,221  $6,768
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Long-Term Debt
Long-term debt consists of the following:

December 31,
2002 2001

(In Theusands)
Credit facility, Bank of America (“BOA™) (@) ...... ..., $39,000 § —
Credit facility, FINOVA Capital Corporation (“FINOVA”)(b) ............... — 21,651
Various notes payable; non-interest bearing; maturing at various dates from 2002

through 2006 (C) . . oottt e 1,951 2,589
Capitalized leases (Note 11) .. .. ... i i e 123 264
Oher o e 1,576 133
42,650 24,637

Less CUITent POTHION « . o oo vttt e e e et e e (8,729) (4,379

$33,921 $20,258

Pursuant to an agreement dated December 23, 2002, the Company has a $45 million senior credit facility
(“BOA Credit Agreement”). The facility consists of a $30 million term loan and a $15.0 million revolver
and is subject to availability based on inventory and accounts receivable levels. The facility bears interest,
5.41% at December 31, 2002, at a floating rate comprised of LIBOR or Prime, at the Company’s option,
plus a margin of 1.5% to 4.0% depending on the chosen rate and the achievement of certain financial
performance criteria. As required by the facility, in March 2003 the Company entered into an interest rate
protection agreement related to $15 million of the term loan for the remainder of the term, fixing the base
rate at 1.85%. The facility also requires the payment of a quarterly commitment fee for any availability
under the revolver at a rate .5% to .75%, depending on the achievement of certain financial performance
criteria.

The facility is secured by 100% of the capital stock of the Company’s domestic subsidiaries and 65% of the
capital stock of the Company’s foreign subsidiaries. The facility provides for quarterly installments of
principal and interest on the term loan and quarterly interest payments on the revolver commencing in
March 2003 and the credit facility matures December 2005. The facility contains certain financial and non-
financial covenants and restricts the payment of cash dividends. An aggregate of $39.0 million was drawn to
finance the Trophy acquisition (see Note 3). As of December 31, 2002, the Company has availability under
the facility of $6 million.

The Company’s previous FINOVA credit facility was repaid in June 2002 with proceeds from the sale of
common stock. In connection with this early retirement of debt, the Company recognized debt
extinguishment costs of approximately $889,000 for the unamortized portion of the loan costs. The debt
extinguishment costs were recorded as other interest expense in accordance with SFAS No. 145 (see
Note 2).

During 2001 and 2002, the Company issued notes payable with an estimated fair value of approximately
$3.0 million relating to certain acquisitions (see Note 3). These unsecured, non-interest bearing notes
payable are subordinated to the BOA Credit Agreement and payable monthly with amounts ranging between
$1,000 and $19,000, with maturity dates ranging from August 2004 through April 2006. As of

December 31, 2002 and 2001, the gross amount of the notes payable was $2.1 million and $3.0 million and
the Company recorded discounts of $190,000 and $300,000 to account for the non-interest bearing nature of
the notes, respectively. The discount rates used vary from 6.5% to 8.5%. The discounts are being amortized
over the lives of the notes and are included in interest expense. Amortization during 2002 and 2001
approximated $175,000 and $57,000, respectively. The Company made principal payments totaling
$960,000 during 2002.

F-22




PRACTICEWORKS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

As of December 31, 2002, future maturities of long-term debt are as follows:

Year Amount
- (In Thousands)
2003 e e $ 8,729
2004 e 11,131
2005 e e 21,980
200 e e e e e e 461
2007 e e 311
Thereafter ... o e e 38
$42,650

11. Cemmitments and Contingencies
Lease Commitments

The Company leases office facilities and certain equipment under noncancellable operating leases having
original terms ranging from one to eight years. Additionally, the Company leases machinery and equipment
under capital leases having original terms from one to five years. Approximate future minimum rent payments,
by year and in the aggregate, under noncancellable operating and capital leases with remaining terms of more
than one year are as follows:

Year Capital Operating
(In Thousands)
2003 . e $ 90 ¢ 3,784
2004 . e e 33 3,177
2008 — 2,335
2000 . . e — 1,644
2007 e e — 1,621
Thereafter ... — 1,703
123 $14,264
Less amounts representing interest .............. ... .l )
Present value of net minimum lease payments .. ...............c.cooiirn..n. 119
Less current POrtioN .. .. ...ttt e (90)
Long-term obligations under capital leases ............ ... ... i $ 29

Rent expense was approximately $2.2 million, $2.5 million, and $1.5 million for the years ended
December 31, 2002, 2001 and 2000, respectively. Amortization of assets held under capital leases is included
with depreciation expense.

Employee Benefit Plan

In conjunction with the spin-off, the Company implemented a qualified 401(k) savings plan (the “Plan”)
covering all employees meeting certain age and years of service eligibility requirements and rolled over the
assets for the employees remaining with PracticeWorks. Eligible employees may contribute up to 15% of their
annual salary to the Plan, subject to certain limitations. The Company may make matching contributions and may
also provide profit-sharing contributions at its sole discretion. Employees become fully vested in any employer
contributions after five years of service.
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Matching contributions to the Plan were approximately $453,000, $350,000 and $550,000 for each of the
three years in the period ended December 31, 2002, respectively. The contribution for the year ended
December 31, 2002 will be made through the issuance of PracticeWorks common stock in 2003. The
contribution for the year ended December 31, 2001 was made through the issuance of PracticeWorks common
stock in 2002. The contribution for the year ended December 31, 2000 was made through the issuance of
VitalWorks common stock in 2001.

Litigation

Trophy has been a defendant in several legal matters arising from 1996 to August 2000 in Belgium, France,
Germany, Israel, ltaly, the United Kingdom and the United States, caused by scissor arm defects on two of its
products. These defects forced Trophy in 2001 to initiate a recall of the related products, which consists mostly
of on-site reviews by Trophy technical personnel of all products sold and, when deemed necessary, a free
replacement for the defective products, or the implementation of a corrective kit. Management estimates that the
on-site technical reviews will be completed during 2003. In connection with the Trophy acquisition the Company
received indemnifications, subject to amounts accrued in the opening balance sheet, applicable insurance
proceeds and a deductible of approximately $1.125 million as well as certain other limits and conditions, for
product liability claims related to these defective products. Such indemnification is capped at $7.5 million. As of
December 31, 2002, approximately $730,000 was accrued based on management’s best estimate of the future
costs of the recall program related claims. Management has also considered the ability of Trophy’s former parent
to satisfy the indemnification of the claims in its accrual of estimated future costs. The Company believes that
neither the pending nor future claims nor legal proceedings related to the scissor arms will have a material impact
on its financial condition, liquidity or operating results.

12. Preferred Stock
(a) Series A Convertible Redeemable Preferred Stock

In connection with the InfoSoft acquisition completed in March 2001, the Company issued 32,000 shares of
its series A convertible redeemable preferred stock to Ceramco. These shares had an initial liquidation preference
of $32.0 million and accrued dividends at an annual rate of 6.5%. In June 2002, in connection with the Offering,
the Company redeemed the series A preferred stock. The Company paid $15.0 million in cash, issued 967,742
shares of common stock valued at $15.0 million and issued a warrant to purchase 450,000 shares of common
stock that had a fair value of approximately $4.1 million. The Company recorded a deemed dividend of $7.6
million in conjunction with the redemption of these shares.

(b} Series B Convertible Redeemable Preferred Stock Issued to Medical Dynamics Stockholders

In connection with the acquisition of Medical Dynamics, PracticeWorks issued approximately 977,000
shares of series B convertible redeemable preferred stock. These preferred shares have an initial liquidation
preference of $5.44 per share, accrue dividends at an annual rate of 6.0% payable quarterly in arrears, if declared,
and are convertible into PracticeWorks common stock at the then applicable conversion price (or approximately
155,000 and 146,000 shares at December 31, 2002 and 2001, respectively). These preferred shares are
redeemable at the option of the holder within five years from the date of issuance, or August 8, 2006, and the
Company will be required to redeem any shares that have not been converted five years after the date of issuance
and are non-voting.

(¢) Series C Convertible Redeemable Preferred Stock

In March 2001, in connection with the spin-off, the Company issued 100,000 shares of its series C
convertible redeemable preferred stock to Crescent International Limited (“Crescent™) for $5.0 million in
consideration. During 2002, Crescent converted these shares into 772,573 shares of the Company’s common
stock. The Company no longer has any series C preferred stock outstanding.
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(d) Series D Participating Cumaulative Preferred Stock

On November 5, 2002, the Board of Directors adopted a stockholder rights plan and declared a dividend of
one preferred stock purchase right (a “Right”) for each outstanding share of the Company’s common stock. The
dividend was payable on November 18, 2002 to the stockholders of record on that date. Initially, each Right
would entitle its holder to purchase 1/100th of a share of our newly designated series D participating cumulative
preferred stock at an exercise price of $40. If a person acquires 15% or more of the Company’s common stock in
a transaction that was not approved by the Board, each right, other than those owned by the acquiring person,
would instead entitle the holder to purchase $80 worth of the Company’s common stock for the $40 exercise
price. Under certain circumstances in connection with tender offers and other acquisitions of the Company that
are not approved by the Board of Directors, the Rights may be exercised to acquire shares of the acquiring person
at half the acquisition purchase price. The rights will expire on November 6, 2012, but we may redeem the rights
at certain earlier times at a price (subject to certain adjustments) of $0.001 per Right. After the Rights are
triggered, the Board of Directors also may exchange one share of common stock for each Right.

13. Stockholders’ Equity
Public Offering

In June 2002, the Company completed a public offering of 4,523,026 shares of its common stock, priced at
$15.50 per share, of which 3,750,000 shares were offered by the Company and 773,026 shares were offered by
existing stockholders. At the closing, the Company also sold an additional 678,454 shares pursuant to the
exercise by the underwriters of their over-allotment option. As a result, the Company received net proceeds of
$63.8 million (net of underwriting discounts, and other expenses of the offering). The Company used $20.6
million of the proceeds to repay the outstanding balance on its credit facility and $15.0 million as partial
consideration for the redemption of its series A preferred stock.

Stock Compensation Plans

In connection with the spin-off, officers, directors and employees of PracticeWorks automatically converted
their VitalWorks stock options for PracticeWorks stock options having an aggregate intrinsic value (the spread
between the market value and exercise price of the options shares) equal to the aggregate intrinsic value of the
VitalWorks stock options held immediately prior to the spin-off. The exercise price for the PracticeWorks stock
options was calculated by dividing the option price for the related VitalWorks stock option by the PracticeWorks
conversion factor and the number of PracticeWorks stock options was calculated by multiplying the number of
stock options by PracticeWorks conversion factor. The conversion factor was calculated by dividing the closing
Vita]lWorks stock price on the Distribution Date by the opening PracticeWorks stock price on the day following
the Distribution Date. The conversion factor equaled 47.53%.

The PracticeWorks stock options that were outstanding immediately following the distribution as a result of
the conversion described above were issued under the PracticeWorks 2000 Stock Option Plan. The plan has 8.0
million shares of stock reserved for issuance and is administered by the compensation committee of the board of
directors. The compensation committee may grant incentive stock options and nongualified stock options to
purchase shares of common stock, stock appreciation rights and may make stock grants to directors and
employees. Each such stock option, stock appreciation right and stock grant shall be subject to the terms and
conditions that the compensation committee deems appropriate. Subject to the committee’s discretion as to terms
and conditions, options are granted at not less than the fair market value at grant date (110% of such value for
10% stockholders), generally will vest ratably over the four-year period beginning on the grant date, and expire
ten years from the grant date. Upon a sale, merger or a change in contro] of PracticeWorks, all stock options,
stock appreciation rights and stock grants will be fully vested. The stock option plan permits the Company to
loan money to or guarantee loans made by a third party to finance all or a part of the exercise of a stock option or
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the purchase of common stock subject to a stock grant, however no amounts have been loaned since the inception
of the plan. The board of directors can amend or terminate the stock option plan at any time.

SFAS No. 123, *Accounting for Stock-Based Compensation,”, as amended by SFAS No. 148, defines a
“fair value method” of accounting for employee stock options. It also allows accounting for such options under

the “intrinsic value method” in accordance with APB No. 25, “Accounting for Stock Issued to Employees” and
related interpretations. If a company elects to use the intrinsic value method, then pro forma disclosures of
earnings and earnings per share are required as if the fair value method of accounting was applied. Management
has elected to account for its stock options under the intrinsic value method as outlined in APB No. 25. The fair
value method requires use of option valuation models, such as the Black-Scholes option valuation model, to
value employee stock options, upon which compensation expense is based. The Black-Scholes option valuation
model was not developed for use in valuing employee stock options. Instead, this model was developed for use in
estimating the fair value of traded options that have no vesting restrictions and are fully transferable. In addition,
option valuation models require the input of highly subjective assumptions including the expected stock price
volatility. Because PracticeWorks’ stock options have characteristics significantly different from those of traded
options, and because changes in the subjective input assumptions can materially affect the fair value estimate, it
is management’s opinion that the existing models do not necessarily provide a reliable measure of the fair value
of its employee stock options. Under the intrinsic value method, compensation expense is only recognized if the
exercise price of the employee stock option is less than the market price of the underlying stock on the date of
grant.

The following is a summary of the stock option activity since the spin-off:

Weighted Average
Options Exercise Price

Qutstanding at March 5, 2001

Conversion of VitalWorks options ........... ... ... .. .. 3,517,290 $14.81

Granted . ... ... e 931,484 6.30

EXercised ... i e e (97,002) 4.36

Forfeitedorcanceled ........ ... ... .. i (629,330) 34.20
Qutstanding at December 31,2001 . ... ... ... . . . . i 3,722,442 9.67

Granted . oo e 2,267,863 8.77

EXercised . ..o (126,969) 6.26

Forfeitedorcanceled ........ ... ... . .. i (75,128) 14.35
Qutstanding at December 31,2002 ... ... ... ... .. i 5,788,208 9.36
Options exercisable at December 31,

200 e e 1,641,157 10.41

200 805,622 11.12

The weighted average fair value of options granted during 2002 and 2001 was $8.20 and $3.22, respectively.

The fair value for the Company’s employee stock options was estimated at the date of grant using the Black-
Scholes option pricing model with the following weighted average assumptions:

Year Ended December 31,
ELTR TR T
Risk-free interestrate ............ ..o inirerrnriennnnanns 3.0% 4.4% 5.2%
Dividendyield ...... ... i 0.0% 0.0% 0.0%
Volatility factor ... ..ot 96.6% 61.0% 76.7%
Weighted average expected life (inyears) ........................ 4 4 4
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The following table summarizes information regarding options outstanding and options exercisable at
December 31, 2002:

Options Outstanding Options Exercisable
Number Number
QOutstanding at : Exercisable at
December 31, Weighted-Average Weighted-Average December 31, Weighted-Average
Range of Exercise Prices 2002 Life (Years) Exercise Price 2002 Exercise Price
$397- 713 ....... 1,862,694 7.5 $ 6.63 213,078 $ 575
7.17- 861 ....... 958,994 8.0 8.12 116,413 8.53
863- 961 ....... 2,146,595 6.8 9.34 1,065,610 9.34
9.65-7246 ....... 819,925 6.9 17.08 246,056 19.99

397-7246 ....... 5,788,208 7.1 9.36 1,641,157 1041

There were approximately 2.2 million shares available for future issuances as of December 31, 2002 under
the PracticeWorks 2000 Stock Option Plan.

Warramnts

In connection with the spin-off, the Company issued to FINOVA a warrant to purchase up to 98,750 shares
of common stock at a price of $4.80 per share in connection with anti-dilution provisions of existing warrants to
purchase VitalWorks common stock. The estimated fair value of the warrant was $540,000 and was recorded as
deferred loan costs. In the third quarter of 2001, the Company issued to FINOVA a warrant to purchase 100,000
shares of common stock at a price of $8.80 per share in connection with an amendment to the FINOV A credit
facility. The estimated fair value of the warrant was $250,000 and was recorded as deferred loan costs. In May
2002, FINOVA exercised all of its warrants in a cashless transaction and the Company issued approximately
105,000 shares of common stock.

In June 2002, the Company issued to Ceramco warrants to purchase approximately 450,000 shares of
common stock at a price of $15.50 (see Note 12). None of these warrants have been exercised as of December
31, 2002.

The weighted average fair value of warrants granted during 2002 and 2001 was $9.01 and $4.00,
respectively.

Option Cancellations and Restricted Stock Award

In 2001, the Company cancelled a total of approximately 560,000 stock options held by three executives. In
connection with this option cancellation, the board of directors approved restricted stock awards aggregating
140,000 shares of common stock as part of an incentive compensation package to these executives. The fair value
of this award at the grant date of approximately $841,000 was recorded as deferred compensation amortizable
over its ten year vesting period. The Company recognized $85,000 and $20,000 in amortization expense related
to this stock award during 2002 and 2001, respectively.
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14, Income Taxes

As of December 31, 2002 and through the allocation of the purchase price, the Company has recorded
foreign income taxes payable of approximately $4.0 million attributable to the Trophy results prior to the
acquisition date. The components of the provision (benefit) for income taxes are as follows:

Year Ended December 31,
2002 2001 2000
(In Thousands)
Current:
Federal . ... 8 — % — & —
State .. e — — —
Foreign . ... e 98 — —
Total current provision . ......... .. i 98 — —
Deferred:
Federal . ... e 1,541 (6,195) (3,836)
Al . ot it e 226 (909) (563)
Foreign ... e — — —
Change in deferred tax asset valuation allowance ....................... (1,767) 7,104 —
Total deferred (benefit) provision ............................... — — (4,399)
Provision (benefit) for income taxes ..........c.vviivunenennn.s, $ 98 § —  $(4,399)

The domestic and foreign components of income (loss) before income taxes are as follows:

Year Ended December 31,
2002 2001 2000
R (In Thousands)
United States . ... ..ttt e e e $ 4,708 $(29,922) $(32,508)
Foreign .. ..o e (11,715) (890) (1,331)
Total .o $ (7,007) $(30,812) $(33,839)
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Deferred taxes result from temporary differences between the bases of assets and liabilities for financial

reporting purposes and such amounts as measured by tax laws and regulations. The sources of the temporary
differences and their effect on deferred tax assets and liabilities are as follows:

December 31,
2002 2001
Current Non-current Current Non-current
(In Thousands)
Deferred tax assets:

Allowance for doubtful accounts .................. $181 $ — $549 § —

Accrued restructuring costs ...l 119 — 330 —

Basis difference of goodwill ...................... — 5,166 — 6,908

Research and developmentcosts .................. — 343 — 183

Net operating loss carryforwards .................. — 10,247 — 12,494

Other long-term deferred tax assets—Foreign ........ — 1,180 — —
Total deferred tax assets ... ...... ... ... .. 300 16,936 879 19,585

Valuation allowance for deferred tax assets .......... — (9,027) (247 (13,476)
Net deferred tax assets .......... ... 300 7,909 632 6,109

Deferred tax liabilities:

Basis difference of other long-term assets ........... — (1,604) — (1,384)
Total deferred tax liabilities ........................ — (1,604) — (1,384)
Net deferred tax @ssets . ... ..ovvveronr e $300 $6305 $632 $ 4725
Other deferred tax liabilities—Foreign:

Basis difference of other long-term assets ........... $— $(6,982) $— $ —

The Company’s effective income tax rate varied from the U.S. federal statutory rate as follows:

Year Ended December 31,
2002 2001 2000
(In Thousands)

Expected tax expense (benefit)—United States . ............... ... ........ $ 1,601 $(10,173) $(11,053)
Expected tax benefit—Foreign ......... ... i (3,863) (302) (452)
Increase (decrease) in income taxes resulting from:

Nondeductible in-process research and development charge .............. 4,047 — —

StatE INCOME TAXES . o it it ettt et e e 179  (1,072) (1,209)

Nondeductible goodwill amortization ............ ... ....... . ... ... — 3,188 1,139

Research and development tax credits . ................. ... .......... (160) (183) —_

Net effect of change in state effective taxrate . ......................... 337 — —

Other, Nel . . o 82 192 (186)

Net operating losses remaining with VitalWorks(a) ..................... — 1,246 7,362

Change in deferred tax asset valuation allowance ....................... (1,767) 7,104 —
Provision (benefit) for income taxes ...t $ 98 § — § (4,399

(a) As aresult of the spin-off, the net operating loss carryforwards generated by PracticeWorks prior to the
spin-off totaled $21.6 million and remained with VitalWorks.
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The Company generated domestic net operating losses subsequent to the spin-off through December 31,
2002 totaling approximately $14.2 million, of which $1.0 million were generated in 2002. These net operating
losses will be available to offset any future taxable income, will begin to expire in 2021, and exclude $1.5 million
in income tax deductions related to stock option exercises the tax effect of which will be reflected as a credit to
additional paid in capital when realized.

Additionally, the Company acquired net operating loss carryforwards in a 2001 acquisition totaling
approximately $24.0 million. These net operating loss carryforwards are subject to limitations resulting from the
change in ownership provisions included in the federal tax code. The Company applied the limitation provisions
and estimates that approximately $13.5 million of these net operating loss carryforwards could be utilized to
offset future taxable income. The related deferred tax asset totals associated with these loss carryforwards totals
approximately $5.0 million. The Company recorded a valuation allowance to reduce this deferred tax asset to
zero. Future realization of this deferred tax asset will reduce goodwill arising from this acquisition.

15. Supplemental Cash Flow Information

Supplemental cash flow information subsequent to the spin-off is reflected in the accompanying
Consolidated Statements of Cash Flows. All cash payments for interest and income taxes prior to the spin-off
were made by VitalWorks on behalf of the Company. All equity instruments issued in conjunction with historical
business acquisitions attributed to the Company were issued by VitalWorks.

16. Segment Information

SFAS No. 131 establishes standards for the way in which public companies are to disclose certain
information about operating segments in their financial reports. It also establishes standards for related
disclosures about products and services, geographic areas, and major customers.

The Company historically reported results from operations in two segments: recurring revenue and non-
recurring revenue. Concurrent with the adoption of SFAS No. 141 and No. 142, the completion of several
acquisitions in the United Kingdom in 2002 and the acquisition of Trophy in December 2002, the Company
revised and restated the segment reporting to more closely align with how the Chief Operating Decision Maker
manages the Company. The results from operations are now reported using three segments: Information
Technology—United States (“IT—United States) and Information Technology—International (“IT—
International”) and Manufactured Products. The IT—United States and IT—International segments includes the
operations of our historical information management technology systems and related services, broken down by
geographic region and the Manufactured Products segment includes the worldwide operations of Trophy’s
traditional and digital x-ray business. The IT-International segment is comprised primarily of operations in the
United Kingdom and to a much lesser extent, Sweden. The Manufactured Products segment is comprised
primarily of operations in France.

The Company’s Chief Operating Decision Maker evaluates performance based on measures of segment
revenues and operating results.
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Information about the Company’s operations by operating segment is as follows (in thousands):

Year Ended December 31,

2002 20601 2000
IT—United States:
RevVenues . ... $ 76,046 $ 55,199 $ 38,096
Netincome (10SS) ... .o e 4,573  (29,651) (28,109)
Goodwill ... . 48,174 42,932 32,877
Long-livedassets ......... ..ot .. 82,864 72,123 50,179
Total @SSetS ..ottt e 98,996 86,219 64,478
IT—International:
Revenues ......... ... i $ 9,647 $ 5,180 $ 1919
Netincome (J08S) . ..o vv i n e i 514 (1,161)  (1,331)
Goodwill . ... .. . 9,093 2,480 2,300
Long-lived assets . ........ccouvniiininininnn. 13,977 2,814 3,061
Total aSSets ... it e 17,914 5,074 4,044
Manufactured Products:
Revenues . ... $ 1409 $§ — § —
Netloss .ot e (12,192) — —
Goodwill ... . .. . 20,933 —_ —
Long-lived assets ...........ouiiniiiiiaiinenn, 43,858 — —
Total assets . ... ... ... 68,999 — —
Totals:
Revenues . ... $ 87,102 $60,379 $ 40,015
Nt l0SS .ot (7,105) (30,812) (29,440)
Goodwill ... .. . 78,200 45,412 35,677
Long-livedassets ... ...... ... 140,699 74,937 53,240
Total @ssets ...ttt e 185,909 91,293 68,522

17. Related Party Transactions

A board member of the Company is a Senior Vice President of DENTSPLY. DENTSPLY, through its
wholly-owned subsidiary Ceramco, was the holder of the series A preferred stock. In March 2001, the Company
issued to Ceramco 32,000 shares of series A preferred stock with a face value of $32.0 million in conjunction’
with the InfoSoft acquisition. During 2001, the Company accrued dividends related to the series A preferred
stock totaling approximately $1.7 million. Through June 2002, the Company accrued dividends related to the
series A preferred stock totaling approximately $942,000. In June 2002, the Company redeemed the series A
preferred stock. The Company paid $15.0 million in cash, issued 967,742 shares of common stock valued at
$15.0 million and issued a warrant to Ceramco to purchase 450,000 shares of common stock at $15.50 per share.
The Company recorded a deemed dividend of $7.6 million in conjunction with the redemption of these preferred
shares.
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18. Quarterly Information (Unaudited)

2002
Totalrevenue . ............. . i
Operating income (loss)
Net (loss) income
Net (loss) income available to common stockholders . . . .
Net (loss) income per share available to common
stockholders—basic
Net (loss) income per share available to common
stockholders—diluted
Weighted average shares—basic....:...............
Weighted average shares—diluted

2001
Totalrevenue . ......... ... ... . . i
Operating loss
Net loss
Net loss available to common stockholders
Net loss per share available to common stockholders—

basic and diluted

Three Meonths Ended Year Ended
March 31 June 3¢ September 30 December 31 December 31
(In Thousands, Except Per Share Amounts)
$19,035  $20,935 $21,007 $ 26,125 $ 87,102
398 2,190 2,186 9,765) (4,991)
(238) 804 2,283 (9,954) (7,105)
(1,681) (7,932) 2,126 (10,113) (17,600)
(0.15) (0.62) 0.12 (0.57) (1.18)
(0.15) (0.62) 0.11 (0.57) (1.18)
11,215 12,873 17,624 17,688 14,930
11,215 12,873 19,269 17,688 14,930
$11,817 $15,056 $16,205 $ 17,301 $ 60,379
(8,002) (6,510) (6,512) (7,349) (28,373)
(8,627) (6,997) (7,190) (7,998) (30,812)
(8,960) (8,314) (8,587) (9,455) (35,316)
(1.03) (0.92) (0.93) (0.97) (3.85)
8,685 9,036 9,215 9,767 9,178
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